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Accounting For Leases: A Comparison of APB 
Opinions and the Proposed FASB Statement
Helen M. Traugh 
Birmingham, Alabama
Helen M. Traugh is a graduate assistant in the 
School of Business of the University of 
Alabama in Birmingham where she is also 
enrolled as an MBA student. She earned her 
B.S. in accounting from the same institution.
Ms. Traugh is a student member of NAA, a 
junior member of ASWA, and a member of 
several campus clubs and committees. Her 
essay "From the Classroom to the World of 
ASWA” was published in the July 1975 issue of 
the ASWA Coordinator.
In discussing the provisions of the proposed 
FASB Statement on accounting for leases and 
comparing it to APB Opinions the author 
provides a comprehensive guide to students in 
intermediate accounting, to candidates for the 
CPA Examination, and to accountants who 
need to refresh their knowledge of lease account­
ing.
The Financial Accounting Standards 
Board (FASB) has released an Exposure 
Draft of its proposed Statement, "Ac­
counting for Leases." If and when issued, 
the Statement will supercede the Account­
ing Principles Board (APB) Opinions per­
taining to leases which presently repre­
sent the codified generally accepted ac­
counting principles (GAAP) for lease 
transactions. Thus, every company that 
engages in lease activities and issues fi­
nancial statements in accordance with 
GAAP will be affected by the Statement.
Lease transactions are not a new 
method of acquiring the use of property. 
Leases have been in use since the time of 
the Romans.1 Since World War II, how­
ever, the use of long-term leases as a 
financial tool of management has grown 
rapidly. It has been estimated that $11 
billion in new equipment was leased in 
1974 and that by the end of 1975 equip­
ment on lease would total an estimated 
$100 billion.2 This rapid growth has 
created major problems relating to appro­
priate methods of accounting and report­
ing for lease transactions. Although much 
research and study has been conducted on 
the subject of leases, inconsistency and 
inadequate disclosures still exist in prac­
tice.
To assess the effect of the proposed 
Statement in dealing with these deficien­
cies, this article will summarize the APB 
Opinions pertaining to leases and review 
the Exposure Draft with reference to simi­
lar provisions contained in the Opinions. 
To facilitate the reading of this article, 
three generalizations to keep in mind are: 
(1) agreements concerning natural re­
sources such as oil, gas, timber and min­
eral rights are not covered by these re­
leases, (2) leases are noncancelable except 
upon the occurrence of some remote con­
tingency, and (3) leases are considered to 
have a material effect on financial state­
ments. The reader will, of course, wish to 
obtain copies of the releases for in depth 
study.3
Background
The first recognition by the AI(CP)A of the 
growing importance of lease transactions 
was the release of Accounting Research 
Bulletin (ARB) No. 38, subsequently re­
stated as Chapter 14, ARB No. 43. Two 
conclusions of these Bulletins were: (1) 
where rentals and obligations are mate­
rial, disclosure should be made in the 
financial statements, and (2) where it is 
evident that the lease transaction involves 
a purchase, the property should be in­
cluded in the balance sheet and the related 
charges should be included in the income 
statement.
Although lease transactions grew in 
numbers, capitalization of such assets did 
not increase proportionally. Disclosures in 
the financial statements increased, but no 
consistency in the reporting emerged. The 
AICPA sponsored a committee, chaired 
by John H. Myers, to study the problem. 
In its report, Accounting Research Study 
(ARS) No. 4, the committee took the 
position:
"... to the extent then that leases give 
rise to property rights, those rights and 
related liabilities should be measured 
and incorporated in the balance 
sheet."4
ARS No. 4 emphasized property rights, 
whereas ARB No. 43 emphasized material 
equity.
The APB utilized the conclusions of 
these two releases in preparing the first 
Opinion (No. 5) pertaining to leases. In 
reaffirming the conclusion of Bulletin No. 
43 and rejecting the position of the re­
search study the Board stated:
". . . the distinction depends on the 
issue of whether or not the lease is in 
substance a purchase of the property 
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rather than on the issue of whether or 
not a property right exists.”5
APB Opinion No. 5 concludes that 
leases of the lessee are either executory 
contracts which should be disclosed in 
footnotes to the financial statements, or 
installment purchases (in substance) 
which should be capitalized and included 
in the balance sheet. With this Opinion the 
material equity concept, which dominates 
lease accounting practice today, was es­
tablished. The Opinion was criticized for 
being ambiguous. Capitalization of leases 
did not increase noticeably.
APB Opinion No. 7 pertains to leases 
from the lessor's point of view. Two pre­
dominant methods of accounting for 
leases, financing and operating, are de­
fined. The financing method is compara­
ble to that method used by financial in­
stitutions in accounting for level repay­
ment plans. Transference of ownership 
risks and rewards is emphasized as a 
criterion to determine if the transaction is a 
financing lease. This is inconsistent with 
Opinion No. 5 which emphasizes the 
material equity concept. The question of 
whether a lease accounted for as a financ­
ing lease should be capitalized by the 
lessee was not considered a problem by 
the APB. Their conclusion was that the 
principal problem of the lessor is to allo­
cate revenue and expense to accounting 
periods in such a manner that net income 
is fairly stated.
"As to the lessee, however, capitaliza­
tion of leases, other than those which 
are in substance installment purchases 
of property, may not be necessary in 
order to state net income fairly since the 
amount of the lease rentals may repre­
sent a proper charge to income.”6
Therefore, under these two Opinions, it is 
possible for leased property not to appear 
as a capital asset on the balance sheet of 
either the lessee or the lessor.
APB Opinion No. 27 was released be­
cause of questions arising from interpreta­
tions and applications of Opinion No. 7 in 
regard to leases of manufacturers or 
dealers. The criteria are set forth to deter­
mine when a lease should be considered a 
sale. Thus, manufacturers or dealers have 
three methods of accounting for leases — 
sale, financing and operating.
APB Opinion No. 31 was released in an 
effort to forestall the SEC Release of 
additional disclosure requirements until 
such time that the newly established FASB 
could prepare a Statement. The Board 
noted that there had been improvement in 
disclosures since the release of Opinion 
No. 5. However, users of financial state­
ments had stated that the disclosures had 
not always provided all relevant informa­
tion they deemed important. Therefore, 
disclosure requirements for operating 
leases of lessees were extended.
The additional disclosures required in 
Opinion No. 31 were not extensive 
enough to satisfy the SEC. In the amend­
ment to Regulation S-X, ASR No. 147, the 
SEC increased the disclosure require­
ments, but stated that when the FASB 
developed improved standards of ac­
counting for leases the Commission 
would reconsider its requirements.
FASB Exposure Draft Review
The FASB Exposure Draft of the proposed 
Statement "Accounting for Leases" will, if 
adopted, establish standards of account­
ing and reporting for both lessees and 
lessors. A lease is defined as:
". . . an agreement conveying the right 
to use property, plant or equipment for 
a stated period of time.”7
Lessee Accounting
If a lease meets one of the following 
criteria it should be capitalized by the 
lessee:
1. The lease transfers title to the prop­
erty to the lessee by the end of the lease 
term.
2. The lease contains a bargain pur­
chase option.8
3. The lease term is for at least 75 
percent of the economic life of the prop­
erty.9
4. The estimated residual value10 is less 
than 25 percent of the property's fair value 
at the inception of the lease.
5. The leased property is of special 
purpose to the lessee.
A capital lease should be recorded by 
recognizing an asset and corresponding 
obligation at the sum of: (1) the present 
value of the minimum lease payments 
(less expenses paid by the lessor), and (2) 
the present value of any bargain purchase 
price. The asset should be separately iden­
tified in the balance sheet. The related 
obligation should be classified as a current 
and/or noncurrent liability. Amortization 
should be recorded over the lease term in 
accordance with normal depreciation 
methods of the lessee. However, if title is 
transferred or if there is a bargain pur­
chase option, amortization should be re­
corded over the economic life of the prop­
erty.
Disclosures for capital leases should 
include:
1. Gross amount of assets and the 
amount of additional assets for the period 
reported in the aggregate and by major 
categories.
2. Total accumulated amortization.
3. Minimum future rentals as of the 
date of the latest balance sheet in the 
aggregate and for each of five succeeding 
fiscal years.11
4. Range of rates used to compute the 
present value of the future rentals and the 
weighted average of those rates.
5. Total minimum subleases due.
6. Total contingent rentals incurred.
7. A general description of leasing 
activities.
Leases not meeting one of the five 
criteria for capital leases should be consid­
ered operating leases. Rentals payments 
should be charged to expense. Par­
enthetical disclosure of the present value 
of the minimum rental commitments for 
leases whose terms are for more than one 
year should be made on both sides of the 
balance sheet. Additional disclosures 
should include:
1. General description of all leasing 
activities.
2. Present value of minimum future 
rentals in the aggregate and for each of five 
succeeding fiscal years — by major 
categories.
3. Amount of aggregate future 
minimum rentals due from subleases.
4. Range of rates used to compute the 
present value of the future rentals and the 
weighted average of those rates.
Lessor Accounting
Three classifications are specified for 
leases of lessors: (1) sales-type, (2) direct 
financing, and (3) operating. If a lease 
meets one of the criteria for a capital lease 
by the lessee, and if the collectibility of the 
payments from the lessee is reasonably 
assured with no important uncertainties 
surrounding future costs, the lease is a 
sales-type or direct financing lease to the 
lessor. When the lease gives rise to profit 
for the lessor, it is a sales-type lease.
To account for sales-type and direct 
financing leases, calculations of the fol­
lowing must be made: (1) minimum net 
rentals due over the lease term, (2) un­
earned income resulting from the transac­
tion, and (3) cost of the lease property and 
its estimated residual value. In addition, 
the present value of minimum net rentals 
over the lease term must be computed for 
the sales-type lease.
Minimum rentals plus any bargain pur­
chase option price should be recorded as a 
receivable, classified as to current or non- 
current, in the sales-type lease. The pres­
ent value of the receivable (discounted at 
the lessee's incremental borrowing rate) 
should be included in sales for the period. 
The difference between the sales price and 
the receivable should be recorded as un­
earned income and a deduction from the 
receivable in the balance sheet. Amortiza­
tion of the unearned income should be in
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proportion to the remaining balance of the 
receivable. The cost of the property (less 
estimated residual value and initial direct 
costs) should be charged against opera­
tions. Estimated residual value should be 
classified in the balance sheet with prop­
erty, plant and equipment.
For direct financing leases, the receiv­
able is the sum of the minimum net rentals 
plus any bargain purchase price. The re­
ceivable should be classified as current 
and/or noncurrent in the balance sheet. 
Unearned income is the difference be­
tween the receivable and the cost of the 
property. It should be treated as a reduc­
tion of the receivable in the balance sheet 
and amortized to income over the term of 
the lease. Estimated residual value should 
be classified in the balance sheet with 
property, plant and equipment.
Disclosures for sales-type and direct 
financing leases should include:
1. General description of leasing activi­
ties.
2. Aggregate minimum rentals receiv­
able reduced separately for executory ex­
penses, allowance for uncollectible rentals 
and unearned income.
3. Minimum rentals receivable for each 
of five succeeding fiscal years and by 
major categories.
4. Estimated residual values by major 
categories.
5. Total contingent rentals included in 
net income.
Leases not meeting the criteria for 
sales-type or direct financing leases 
should be classified as operating leases by 
the lessor. The cost of the property for the 
operating lease should be classified in the 
balance sheet with property, plant and 
equipment, reduced by its corresponding 
accumulated depreciation. Depreciation 
methods should follow the lessor's normal 
policies. Rent should be reported as in­
come as it is earned, and expenses of the 
lease should be charged to operations. 
Disclosures should include:
1. General description of leasing activ­
ity.
2. Aggregate minimum future rentals.
3. Minimum future rentals for each of 
five succeeding fiscal periods.
4. Total contingent rentals included in 
income.
5. Cost of the property for operating 
leases by major categories.
Participation By Third Parties
Sale or assignment of a sales-type or 
direct financing lease should not negate 
the original accounting treatment. Sale or 
assignment of an operating lease should 
be accounted for as a loan with proceeds 
recorded as an obligation. Rental pay- 
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ments by the lessee should be recorded as 
revenue with offsetting debits to interest 
expense and the principal obligation.
Leases Between Related Parties
Classification should be in accordance 
with the criteria above for lessee and 
lessor. Accounting should be the same as 
for those leases between unrelated par­
ties, but modified in recognition of the 
accounting principles that apply to trans­
actions between related parties. 
Additional disclosures should include the 
nature and extent of the lease transac­
tions. Opinion No. 10 is restated in that 
the accounts of a subsidiary whose princi­
pal activity is leasing to a parent or af­
filiated company should be consolidated 
rather than accounted for by the equity 
method.
Leases Involving Real Estate
Leases involving real estate are divided 
into two categories: those involving land 
only and those involving land and build­
ings. Any equipment that might be in­
volved with a real estate lease should be 
considered separately in applying the 
criteria for classification.
If the lease involves land only, it should 
be capitalized if title to the property trans­
fers to the lessee at the end of the lease 
term or the lease contains a bargain pur­
chase option. Otherwise, the lease should 
be treated as an operating lease. If both 
criteria of the lessor (see above) are met, 
the lease should be accounted for as a 
sales-type or direct financing lease, 
whichever is appropriate. Otherwise, the 
lease should be treated as an operating 
lease. Normally, land should not be amor­
tized.
If the lease involves land and buildings 
and the use of the land is the dominant 
asset,12 the land and buildings should be 
separated before applying the criteria for 
classification. If title to the property will be 
transferred or a bargain purchase option is 
included in the lease, the land and build­
ings should be separately capitalized and 
the building amortized over its economic 
life. If the lease meets the criteria of the 
lessor, the transaction should be recorded 
as a sales-type or direct financing lease, 
whichever is appropriate. Otherwise, the 
lease is an operating lease.
If the land is the dominant asset but title 
to the property will not be transferred and 
there is no bargain purchase option, the 
lessee should record the land as an operat­
ing lease. If the building meets one of the 
lessee's criteria for a capital lease, it should 
be capitalized and amortized over the term 
of the lease. The lessor should record the 
land as an operating lease. If the building 
meets the lessor's criteria for a sales-type 
or direct financing lease, it should be 
recorded as such. Otherwise, it is re­
corded as an operating lease.
If the land is not the dominant asset, the 
land and building should be considered as 
a single unit in applying the criteria of 
lessee and lessor. If the lease transfers title 
or contains a bargain purchase option, the 
lessee should capitalize the land and 
buildings separately. If the lease meets the 
lessor's criteria, the transaction should be 
recorded as a sales-type or direct financing 
lease. Otherwise, it is recorded as an 
operating lease. If the lease is (1) equal to 
75 percent of the economic life of the 
property, or (2) has an estimated residual 
value of less than 25 percent of the 
property's fair market value at the incep­
tion of the lease, or (3) is of special purpose 
to the lessee, land and buildings should be 
capitalized as a unit by the lessee and 
amortized over the term of the lease. If the 
lease then meets the criteria of the lessor, it 
should be recorded as a sales-type or 
direct financing lease. Otherwise, it is 
recorded as an operating lease.
Sale-Leaseback
If the sale-leaseback13 meets the criteria 
for a capital lease by the lessee, it should 
be capitalized. Any profit on the sale 
should be deferred and amortized over the 
life of the lease term. The deferred profit 
should be a deduction from the asset in the 
balance sheet.
If the sale-leaseback is an operating 
lease and the sales price is greater than the 
cost of the property to the seller-lessee, a 
fair rental14 for the lease term should be 
determined. If the fair rental is equal to or 
greater than the lease payments, the 
seller-lessee should recognize as income 
at the time of the sale the excess of the 
sales price over the cost of the property. If 
the fair rental is less than the lease pay­
ments, the difference should be recorded 
as an obligation. If this obligation exceeds 
the excess of sales price over the cost, the 
obligation should be recognized as in­
come. A proportional share of the rental 
payment should reduce the obligation, 
with the remainder of the payment 
charged to rental expense.
If the lease is an operating lease to the 
lessee and the cost of the asset is greater 
than the selling price, a loss should be 
recognized at the time of the sale.
If the lease meets the criteria for a direct 
financing lease, the purchaser-lessor 
should record the lease as a purchase and 
a direct financing lease. Otherwise, the 
lease should be recorded as a purchase 
and operating lease.
Leveraged Leases
A leveraged lease is one that has all of
the following characteristics:
1. It meets the definition of a sales-type 
or direct financing lease.
2. At least three parties are involved in 
the transaction.
3. Financing is in the form of non­
recourse debt and provides the lessor with 
substantial leverage.
4. The lessor's net investment declines 
during the early years of the lease and 
rises during the later years.
Leases meeting these criteria should be 
recorded by the lessor at net of the non­
recourse debt. The net of the following 
accounts should represent the initial and 
continuing investment in the property: (1) 
rentals receivable (net of the rental appli­
cable to principal and interest on the debt), 
(2) investment tax credit, to be realized, (3) 
estimated residual value of the property, 
and (4) unearned and deferred income. 
Deferred taxes should be classified in 
accordance with Opinion No. 11 and 
should not be an offset to the investment 
in the balance sheet. However, the in­
vestment less the deferred taxes repre­
sents the net investment to be used in 
calculating the implicit rate of return to use 
in computing the portion of net income 
that should be recognized in each of the 
"positive” years.
Recognized net income should be com­
posed of three parts: (1) pre-tax lease 
income (loss), (2) investment tax credit, 
and (3) tax effect of the pretax income 
recognized. In each year the difference 
between the net cash flow and income 
recognized should increase or decrease 
the net investment balance. Both pretax 
income and investment tax credit should 
be proportionally allocated from the un­
earned and deferred income included in 
the initial net investment. Any tax effect 
arising from pretax accounting income 
and taxable income should be charged or 
credited to deferred taxes. If projected 
receipts are less than the initial invest­
ment, the loss should be recognized at the 
inception of the lease.
Annual review of the residual value and 
other assumptions should be made. If the 
review results in revisions which would 
reduce net income, the implicit rate of 
return and allocation of income should be 
recalculated and net investment accounts 
adjusted with the reduction in net invest­
ment recognized as a loss. An upward 
adjustment of the assumptions should not 
be made.
The lessor's income statement or notes 
thereto should present separately: (1) pre­
tax income from leveraged leases, (2) tax 
effect of pretax income, and (3) amount of 
the investment tax credit recognized in the 
period. Footnotes to the financial state­
ments should disclose: (1) all components 
of net investment balances, and (2) net 
investment and residual values by major 
categories.
Transition
Retroactive treatment of existing leases 
is encouraged but not required. If applied 
retroactively, prior-period statements 
should be restated. If not applied to exist­
ing lease commitments, additional disclo­
sures are required for both lessee and 
lessor.
Comparisons
Many of the criteria set forth in the APB 
Opinions relating to leases are included in 
the criteria of the proposed Statement. A 
few examples will be given. A lease is 
equivalent to a sale in Opinion No. 27, 
paragraph 4, if . . the lease transfers title 
to the property to the lessee by the end of 
its fixed, noncancelable term.” Opinion 
No. 5, paragraph 10, states that a lease is a 
purchase when “. . . the lessee has the 
right... to acquire the property at a price 
which . . . appears to be substantially less 
than the probable fair value of the prop­
erty.” Opinion No. 5, paragraph 11, states 
that the lease is a purchase when "The 
property was acquired by the lessor to 
meet the special needs of the lessee ..."
Although a specified percentage is not 
given, reference is made to the economic 
life of the lease in Opinion No. 5, para­
graph 11. A lease is a purchase when "The 
term of the lease corresponds substan­
tially to the estimated useful life of the 
property." In Opinion No. 27, paragraph 
4, a lease is a sale where "The fixed, 
noncancelable term of the lease is substan­
tially equal to the remaining economic 
life15 of the property.”
The lessor's criteria in the Exposure 
Draft is in APB Opinion No. 27, paragraph 
4:
"(a) collectability of the payments re­
quired from the lessee is reasonably as­
sured, (b) no important uncertainties, . . . 
surround the amount of costs yet to be 
incurred under the lease."
The material equity concept is not a 
criterion in the proposed Statement. The 
FASB stated they had rejected the concept 
as too limiting. However, they felt two 
criteria — title of the property transfers to 
the lessee and property is special-purpose 
to the lessee — have inherent in them the 
acquiring of a material equity in the prop­
erty by the lessee.16
Provisions for accounting and reporting 
for leases in the proposed Statement are 
essentially the same as in the APB Opin­
ions. One exception is the parenthetical 
presentation in the balance sheet of the 
lessee of operating leases. (Footnote dis­
closure is required in the Opinions.) The 
disclosure of minimum future rentals, in­
cluding five succeeding fiscal years17 as 
required for operating leases of the lessee 
in Opinion No. 31, has been extended to 
all leases of both lessee and lessor. The 
FASB felt projections of more than five 
years could be misleading to users of the 
financial statements.
For a sales-type lease, the receivable is 
recorded at present value; direct financing 
and leveraged leases are not discounted. 
The residual value of property in both 
sales-type and direct financing leases is to 
be included in the balance sheet. Such 
treatment resolves an inconsistency be­
tween (1) Opinion No. 7 whereby the 
lessor is permitted to recognize the re­
sidual value in accounting for a financing 
lease, and (2) Opinion No. 27 where 
recognition of the residual value is not 
permitted if the lease is equivalent to a 
sale.
In the proposed Statement, any loss in a 
sale-leaseback transaction should be rec­
ognized in full at the time of the transac­
tion. Opinion No. 5, paragraph 21, re­
quires the loss to be amortized over the 
lease term.
Real estate transactions and leveraged 
leases have special sections in the pro­
posed FASB Statement. In keeping with 
the effort to have consistency in lease 
accounting, the same criteria applied to 
other leases have been extended to these 
sections. The section pertaining to lever­
aged leases presents a unique, special 
standard intended to recognize the eco­
nomic nature of the leveraged lease and its 
growing importance in lease transactions. 
No distinction is made between leveraged 
leases and two-party transactions in the 
APB Opinions. This section of the pro­
posed Statement is the most controversial 
and will, in all probability, be revised 
before the Statement is issued.
Summary
Accounting for lease transactions is a sub­
ject that has been studied over a long 
period of time by AICPA, APB, and FASB. 
Numerous pronouncements have been 
issued, but inconsistency exists in present 
standards and practices for lease account­
ing. One main thrust of the proposed 
FASB Statement "Accounting for Leases" 
is to bring consistency to accounting and 
reporting for long term leases.
In the AICPA Objectives of Financial 
Statements, one objective is that financial 
statements should provide information 
useful for making economic decisions. 
The consistent use of the criteria for 
classifications of leases accompanied by 
(Continued on pg. 23)
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The author discusses the economic and legal 
aspects of leasing as a source of funds.
Over the past decade leasing as a means of 
financing the cost of assets used in busi­
ness has grown steadily. Instead of bor­
rowing money to buy a computer, an 
airplane, or a nuclear core, a company 
leases it.
Leasing was originally used mainly for 
movable items such as trucks, boxcars, 
and computers, but in recent years highly 
specialized immobile equipment and even 
entire industrial plants have been ac­
quired through leasing. As leased assets 
have grown larger, they have increasingly 
been leveraged, meaning the lessor puts 
up 20 to 40 per cent of the money needed 
to purchase the equipment and the re­
mainder is raised by an investment banker 
by selling debt to long-term lenders.
The growing acceptance of leasing is 
attributable to changing economic condi­
tions. Heightened competition has forced 
managers to seek every reasonable 
method of reducing costs and increased 
costs of capital have led to new financing 
techniques to reduce the over-all costs of 
financing.
This article will consider the nature of 
lease financing, the reasons for leasing as 
opposed to owning, disclosure of lease 
obligations on financial statements, and 
the expected future of leasing as a source 
of funds.
The Nature of Lease Financing
New financing may be acquired through 
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owners' equity, debt, or long-term leas­
ing. Certain questions quite naturally fol­
low: What is a long-term lease; is it debt? 
What is its effect on equity?
Under a long-term lease, a company 
pays only for the use of the equipment; 
there is no intent stated or implied for the 
user to obtain equity in or purchase the 
equipment. The lessor retains ownership 
and the claim to any residual value at the 
end of the lease.
Financing by equity imposes an obliga­
tion upon the company to produce earn­
ings sufficient to provide dividends to the 
shareholder and an increase in the value of 
the stock. The cost of a new common stock 
issue might well be measured by the effect 
on long-term earnings per share.
Financing through senior debt, such as 
mortgage bonds, debentures and bank 
borrowings, establishes a liability which is 
fixed and predetermined. Financing by 
lease is financing through executory con­
tract and is never fixed or determinable.
Differences and similarities between 
debt and leasing may be viewed as either 
legal or economic. From a legal 
standpoint, long-term leases are not 
equivalent to long-term debt for the fol­
lowing reasons:
1. The terms of the lease may permit the 
lessee to cancel with little or no penalty.
2. In case of bankruptcy, a lease contract 
may be set aside. In order to collect, the 
lessor must prove damages, which may be 
difficult, and then the amount is set by the 
court.
3. The courts have traditionally ignored 
any clause designed to give a lease the 
effect of a debt instrument.
4. Debt obligations are fixed and pre­
determined, whereas long-term leases are 
contingent obligations and the legal liabil­
ity is indeterminate.
Long-term leases are legally similar to 
debt in that default under a lease can 
throw a lessee into bankruptcy just as 
default on a standard debt obligation can.
From an economic viewpoint, the fol­
lowing similarities exist between long­
term leasing and debt:
1. The lessor relies on the lessee's gen­
eral credit worthiness just as do lenders.
2. Rental payments are determined 
based on annuity tables to return the 
lessor's total investment plus a suitable 
rate of return over the lease period.
3. The lessee usually assumes responsi­
bility for maintenance and taxes on the 
leased assets just as under ownership.
The significant economic difference be­
tween purchasing assets through debt­
financing and leasing is the lessor's right 
to residual value at the end of the lease.
From the lessee's viewpoint, interest 
inherent in the rental payments repre­
sents the effective cost of the money 
borrowed from the lessor. A long-term 
lease is a financing device, closer in nature 
to debt than to common stock, but it really 
is neither. However, if long-term leasing 
is viewed as equivalent to debt, then there 
should be a point beyond which further 
leasing could not be undertaken without 
adjustment of the capital structure.
Reasons for Long-Term Leasing 
Numerous reasons are given by business 
managers for long-term leasing of assets. 
However, the economics of long-term 
leasing as opposed to cash purchase or 
bank loan financing vary widely from 
company to company. Some of the more 
common advantages of long-term leasing 
are given below.
Cash conservation.—The primary advan­
tage of leasing is that it conserves cash. It 
enables the lessee to acquire the use of 
needed equipment without an immediate 
drain on working capital. No down pay­
ment may be required, or one year's 
leasing cost may be required. These 
minimum amounts free a company's capi­
tal for day-to-day cash needs. However, 
this is an advantage only when there are 
profitable alternative sources of invest­
ment, i.e., when working capital is kept 
working.
As an example, an Alaskan air service 
wanted to expand its helicopter fleet to 
handle extra business. It had assets of 
$800,000 but needed $1.5 million for four 
new helicopters. Banks were unable to 
provide 100 per cent financing. A lessor of 
equipment bought the helicopters and 
arranged 100 per cent financing on a 
long-term lease. The Alaskan company 
required no cash outlay, preserved its 
working capital, and could use short-term 
financing to meet its operating expenses.1 
Growth companies such as this one have 
constant demands for capital, and leasing 
is one way to conserve working capital.
Off-balance-sheet.—An estimate of the 
outstanding debt of U.S. business at the 
end of 1973 was $1.1 trillion, 1,000 per cent 
higher than at the end of World War II. In 
addition, corporations held $75 billion in 
leased equipment.2 Some of these leases 
appear in footnotes on the balance sheets, 
some do not.
Many long-term leasing arrangements 
have been made solely to avoid showing 
an increase in long-term debt on the 
balance sheet and to avoid diluting own­
ership by selling equity securities. This 
off-balance-sheet angle was one of the 
reasons for the rapid growth of leasing. 
However, because of the capital shortage, 
high cost of debt financing, and general 
business conditions, corporate treasurers 
no longer look at leasing as a gimmick. It is 
now an accepted method of alternative 
financing.
Lenders and knowledgeable investors 
know to look for lease obligations in as­
sessing a company. The real danger is that 
the economy will be over-burdened with 
debt. The greater the strain on corporate 
cash, the greater the danger of companies 
defaulting on loans as well as leases.
Cost of capital.—The cost of capital has 
increased as a result of greater demand 
from both government and private users. 
While bidding for hard-to-find capital, 
companies discovered long-term leasing. 
Leasing companies can provide capital 
because they have a stronger line of credit 
than most of their customers. Money 
sources view leasing companies as better 
credit risks because their investments are 
spread over a wide variety of industries. 
Also, leasing companies can afford to use 
a mixture of short and long term debt. 
Some lenders require that funds be held 
on deposit. This increases the cost of 
borrowing money and helps close the gap 
between the cost of leasing and the cost of 
debt financing.
Risk reduction.—Leasing often reduces 
risk in two ways. First, a standard com­
mercial loan might be for three to five 
years and must then be renewed. The 
company runs the risk of not being able to 
renew the loan at all or of paying higher 
interest rates. Leasing terms are usually 
flexible, and for long periods of time, 
restricted only by the life of the asset. 
Second, in high-technology equipment, 
such as medical instruments and com­
puters, leasing can reduce the risk of 
technical obsolescence. Since the lessor 
retains title to the property, the lessee may 
be protected to a certain extent from the 
risk of rapid or unexpected obsolescence.
Tax advantages. —There are basically two 
types of leasing companies and they oper­
ate on two risk-reward ratios. For exam­
ple, if a company leases out equipment for 
short periods of time, maintains it and 
hopes to derive a profit from its resale, 
then it is in the high-risk area of the 
business. Its cost of capital will be rela­
tively high and it will not be able to 
leverage its money very far. A gross profit 
margin of around 10 per cent will be 
needed to survive. Avis, Hertz and com­
puter rental companies are in this cate­
gory.
On the other hand, if a leasing organiza­
tion designs leases to pay out the whole 
cost of the equipment in five or ten years 
and the lessee assumes the service and 
upkeep responsibility, the lessor is in the 
finance business. Profit margins are 
steadier and so the mark-ups above the 
cost of money are likely to run from 3 per 
cent down.3
Since lessors legally own the asset, they 
can either claim the tax advantages (in­
vestment tax credit and accelerated depre­
ciation) or pass them on to the lessee. In 
many cases lessees, such as airlines, do 
not have enough income to use all the tax 
advantages themselves. They, in essence, 
sell these tax shelters to the lessor in 
exchange for lower lease payments. The 
effective interest cost to the lessee on this 
type lease is typically half the prime rate. 
Companies can often finance capital 
equipment over a 15 year period at a 4 
per cent interest rate. Moreover, lease 
payments are regarded by the Internal 
Revenue Service as a tax deductible ex­
pense.
To illustrate the tax advantage of lever­
aged leasing, a railroad leases equipment 
costing $10 million. The lessor puts up 20 
per cent of the funds, or $2 million. The 
lessor receives no money from the lessee 
until the fifteenth year, and then only $1 
million. But, on an after-tax discounted 
basis, the lessor receives a better than 16 
per cent return on investment; part of it in 
the form of tax credits. In addition, the 
lessor owns the equipment after the lease 
expires, and in a period of inflation this 
residual value can be substantial. More 
than 80 per cent of all railroad rolling stock 
is financed this way.4
A control on this type leasing is that 
large amounts of taxable income are re­
quired. As a result most investment banks 
move in and out of the leveraged business.
Taxation is an important factor to be 
considered in deciding whether to lease or 
purchase. Breakeven graphs and models 
have been used to test the optimum time 
to purchase. One such model illustrated 
that omitting the tax element resulted in 
perpetual leasing; including the taxation 
influence changed the optimum purchase  
time from near one year to perpetual 
leasing. It also found that when a com­
pany's internal rate of return is between 
.05 and .10, it is better to purchase; but 
with a higher rate of return, it is better to 
lease perpetually and invest capital 
elsewhere.5
Advantages must be weighed against 
disadvantages for the individual firm. All 
other things being equal, leasing is advan­
tageous to a firm only if the extra cash in 
the early years of a lease can be invested so 
as to return enough to offset the extra cost 
in the later years of the lease.
Disclosure of Lease Obligations6 
There is a continuing debate over the 
method of presenting nonpurchase lease 
data in financial statements. Although the 
question of leasing's effect on credit 
worthiness has not been resolved, it is 
recognized that leases influence a com­
pany's earnings, its ability to meet debt 
service, and certain financial ratios. Con-
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sequently, more information should be 
furnished to those who rely upon financial 
statements.
At present, leases often appear only in 
footnotes to the balance sheet, are not 
uniformly presented, and are often dif­
ficult to evaluate. The Financial Account­
ing Standards Board is currently consider­
ing requiring the capitalization of out­
standing leases on the balance sheet.
One question which has been asked is, 
could the financial statement user more 
accurately predict firm bankruptcy if non­
purchase leases were capitalized? Numer­
ous research models have been used to 
determine the ability of financial ratios to 
predict business failure, but one conclu­
sion is that this additional information 
does not appear to improve the predictive 
power of ratios for any of the last five years 
before bankruptcy.7
Nonetheless, if all nonpurchase leases 
were capitalized, certain businesses 
would be greatly affected. According to its 
latest balance sheet, United Air Lines had 
long-term debt of $936 million and over 
$700 million in equity capital. Its debt to 
equity ratio was 1.34 to 1. But the 
capitalized value of leases was $815 mil­
lion which, if included, would have 
caused the debt to equity ratio to climb to 
2.4 to 1. And in early 1974 W. T. Grant had 
$330 million in equity, $220 million in 
long-term debt, and $458 million in lease 
liabilities.8
The most common objection to capitaliz­
ing leases is the difficulty in calculating 
their cost. Even a 1% difference in the 
discounting rate can cause a significant 
difference in the capitalized rental. Differ­
ent methods have been proposed using 
internal rate of return, net present value, 
and after-tax cost of debt.9 These may well 
be too complex for the average user.
Estimated Future of Leasing
At the beginning of 1975, $80 billion worth 
of industrial equipment was on lease.10 A 
business research and consulting firm, 
International Resource Development 
(IRD), surveyed 2,900 firms. Of the firms 
responding to the survey, 85 per cent said 
they planned to increase their use of 
leasing as a means of acquiring capital 
equipment. On the basis of the survey, 
IRD projects an annual growth rate for 
leasing of at least 10 per cent in all areas.11
Growth is also expected to go in new 
directions, such as electric utilities, gas 
and transmission utilities, coal mining and 
transport, and equipment for offshore 
drilling.
The utilities industry is the most capital 
intensive industry of any size in the na­
tion, requiring on an average $4 in plant 
for every $1 in annual revenue. The Fed­
eral Power Commission has estimated 
that utilities will need $650 billion in new 
capital in the next 15 years. But with fewer 
financing options it is predictable that 
utilities will turn increasingly to leveraged 
leasing to finance their equipment needs.
Despite growing demand the leasing 
industry may eventually be limited by the 
capital shortage, for lessors must also find 
capital, and by the availability of income 
requiring a tax shelter.
Conclusion
Legally, leasing is not debt but eco­
nomically it is more like debt than owner's 
equity.
The primary reasons for leasing as op­
posed to purchasing are (1) it conserves 
cash and increases working capital, (2) it 
permits the immediate use of an asset 
without reflecting a long-term liability on 
the balance sheet, (3), it reduces cost of 
capital, (4) it reduces risk, and (5) it pro­
vides tax advantages.
Lease obligations currently appear in 
footnotes on balance sheets. There is a 
growing acceptance of capitalizing leases; 
however, an acceptable method for cal­
culating the lease cost has not been agreed 
upon.
It is probable that leasing as a source of 
funds will continue to grow, limited 
perhaps by the supply of money and 
availability of income requiring a tax shel­
ter.
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The authors describe some of the differences 
in accounting practices used by regulated 
utility companies and the resulting 
non-comparability of their financial 
statements.
The accounting alternatives available to 
public utilities in the United States are 
sufficient to cause financial analysts to 
quaver when giving advice about financial 
statements. The analyst has to consider 
that regulated companies do not follow 
the same accounting practices as do un­
regulated firms. In addition, all regulated 
utilities do not follow the same practices 
since the state in which the firm operates 
determines the accounting methodology 
to be followed. Most public utility finan­
cial statements give no indication that the 
accounting methods followed are not 
those recommended by the American In­
stitute of Certified Public Accountants. 
One firm, the Consolidated Natural Gas 
Company did give the investor some 
forewarning by including the following 
footnote to its financial statements:1
"The Company's subsidiaries are sub­
ject to Federal and/or state accounting 
and rate regulation. In accord with the 
principle of matching costs and reve­
nues, methods of allocating costs to 
time periods may differ from those 
principles generally applied by non­
regulated companies as a result of allo­
cation methods used in the rate­
making process."
Even though a footnote such as the above 
tells the reader that there are differences in 
accounting procedures, it does not tell 
what the differences are.
Accelerated Depreciation
A problem area in accounting for several 
years has been with respect to accelerated 
depreciation and its use for tax purposes 
but not for financial statement purposes. 
The American Institute of CPAs came to 
the conclusion that income taxes should 
be allocated on the same basis as straight- 
line depreciation.2 In other words, income 
should be normalized by use of a "De­
ferred Income Tax" account. APB Opinion 
No. 11 did much to clarify the financial 
statements of non-regulated firms.
Regulated firms, however, are not sub­
ject to the requirements of the AICPA and 
thus there is still no uniformity in the 
manner in which public utilities report 
income tax expense. In most instances 
consistent accounting practices with re­
spect to accelerated depreciation and in­
come taxes are followed within a single 
state. However, this is not always true. In 
one state a large public utility used the 
flow-through method of recording income 
taxes (income tax expense is identical to 
cash paid for income taxes) and reported a 
net income of $1.52 per share.3 Had in­
come been normalized, reported earnings 
would have been only $.99 per share. 
Another utility in the same state nor­
malized income and reported a net income 
of $.77 per share. The flow-through 
method, had it been followed, would have 
resulted in earnings of $.98 per share. The 
average investor is not capable of adjust­
ing financial statements, but must rely on 
the reported earnings. How much reliance 
can be placed on financial statements that 
permit such wide variations in reported 
earnings?
Approximately twenty-four states re­
quire or favor the normalization method, 
while fifteen state regulatory bodies prefer 
the flow-through method.4 The remaining 
states permit either procedure to be fol-
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lowed. A footnote to the financial state­
ments of Consumers Water Company il­
lustrates how varying regulatory require­
ments can give an ulcer to financial 
analysts:5
"In some jurisdictions, in compliance 
with requirements of rate making 
bodies, income tax expense is recorded 
on the basis of the amount of tax 
payable."
A statement such as this only gives the 
analyst a warning; it says nothing about 
how the financial statements can be made 
comparable with those of other firms.
The situation with respect to income tax 
expense is compounded by the alternative 
procedures for reporting the investment 
tax credit. Again, the state commissions 
generally establish reporting require­
ments that differ from those used by 
non-regulated companies.
The most recent problem relating to the 
reporting of income tax expense has been 
brought about by the emergence of the 
Asset Depreciation Range (ADR) method 
of recording depreciation. Some utilities 
have already adopted the ADR method for 
tax purposes. The effects of ADR's use on 
reported earnings is still unclear.
The variances in reported earnings 
caused by alternative reporting methods 
for income taxes and the investment tax 
credit are the primary sources of criticism 
of public utility financial reporting. These 
are accounts that appear on the books of 
all regulated companies and are, as a 
result, the areas of most concern to finan­
cial analysts who are attempting to com­
pare financial statements. There are 
numerous other accounting problem areas 
that do not affect all companies, but still 
are critical to the correct analysis of many 
firms.
Interest During Construction
Unlike non-regulated companies a regu­
lated public utility may capitalize an 
amount equivalent to the economic cost of 
the temporarily unproductive capital that 
is tied up in construction projects. This 
amount is recorded by debiting an asset 
account and crediting a revenue account 
entitled "Allowance for Funds Used Dur­
ing Construction." This allowance is pro­
vided for both debt and equity capital.
The addition of this allowance to the 
cost of new projects is well-founded in 
theory since the foregone returns that 
could be earned on these funds are a 
legitimate cost of completing a productive 
asset. In practice, the justification for 
utilities using such procedures is based 
upon the practice of regulatory agencies of 
omitting construction projects from the 
rate base. The reasoning for such omission 
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is that consumers should not have to pay 
for non-productive assets.
If stockholders are not permitted to earn 
a return on projects under construction, it 
is only reasonable that there should be 
some means for them to receive a greater 
return in future years. The stockholders of 
non-regulated firms are not limited as to 
future returns and thus do not need the 
protection of an increment in fixed asset 
accounts.
The problems in this area arise for 
numerous reasons. The ordinary investor 
has difficulty comparing the statements of 
a regulated company to those of a non­
regulated firm when the regulated firm 
shows an income item that bears no re­
semblance to anything that is normally 
considered as a generally accepted ac­
counting principle. Depending on the 
manner in which the Allowance for Funds 
account is shown on the financial state­
ments, even the most sophisticated finan­
cial analyst may have difficulty in comput­
ing interest coverages. Some financial 
analysts compute the interest coverage 
both before and after considering the Al­
lowance for Funds account.6
It might also be noted that the income 
reported as the Allowance for Funds does 
not produce any current cash flows. As a 
result cash dividends as a percentage of 
net income may fluctuate widely from 
year to year.
Non-regulated companies do not 
capitalize interest during construction. 
Most regulated companies do capitalize 
such interest, but to add confusion to the 
situation, some public utilities in a few 
states do not capitalize interest during 
construction.7
In years past, the differences caused by 
these variations were usually considered 
immaterial, but recent high interest costs 
and massive expansion programs have 
resulted in questionable comparability 
among financial statements.
Investments — Cost Versus Equity 
There has been much controversy among 
accountants in recent years over whether 
investments in unconsolidated sub­
sidiaries should be accounted for on a cost 
or equity basis. This is one area of financial 
reporting where regulated public utilities 
have been consistent with each other since 
they apparently have all used the cost 
method. This consistency is ending, how­
ever, as the Federal Power Commission 
has recently permitted utilities to account 
for subsidiaries on the equity basis, at least 
for financial statement purposes.8 The 
utilities will still use the cost method for 
rate-setting purposes. The reasoning for 
this change relates to the effects such a 
change will have on balance sheet valua­
tions. Since the parent company is permit­
ted to include its pro-rata share of sub­
sidiary earnings as income, whether re­
ceived as dividends or not, the assets are 
increased on the balance sheet.
The Federal Power Commission feels 
that the additional assets will make it 
easier for the utility firm to obtain 
additional equity and creditor capital at 
reasonable costs. This justification in fact 
relies on the naivete of the financial 
analyst.
Whether or not cost or equity should be 
used is not the debate in this section. What 
is important is the consistency with which 
the procedure is used and whether an 
adequate rationalization exists for a par­
ticular method.
Other Problem Areas
There are several other areas in which the 
accounting for regulated companies dif­
fers from that of non-regulated firms. 
Since an investor is normally more famil­
iar with the recommendations of the 
AICPA than with the regulatory require­
ments of the separate states, any differ­
ences usually go unnoticed. If the differ­
ent requirements result in material 
amounts of misinformation, the investor 
will be hurt.
An example of a minor area of difference 
is goodwill acquired upon purchase of a 
subsidiary. The AICPA position is that 
goodwill should be amortized over a 
period not to exceed forty years. The 
regulatory agencies suggest that it be writ­
ten off in the year of purchase. Obviously, 
balance sheets could be materially affected 
by such write-offs.
The Federal Power Commission, appar­
ently feeling that utility financial reporting 
is not confusing enough, has recently 
stipulated that utilities in all jurisdictions 
may either capitalize or expense research 
and development costs at the discretion of 
the company.9 The same method does not 
have to be used for tax purposes as for 
book purposes, thus creating a deferred 
income tax account. This allocation of 
taxes is to be permitted even though the 
firm may be required to follow the flow- 
through method for other types of tax 
differences. Surely it will complicate fi­
nancial statements to state that taxes are 
reported on the flow-through basis and 
then show a deferred income tax account 
which arises from a firm normalizing in­
come.
Amortization of the cost of pollution 
equipment is destined to become a prob­
lem area in utility accounting. Regulatory 
agencies are permitting immediate or 
(Continued on pg. 21)
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The authors reporton the results of a survey 
they conducted to discover the profession's 
reaction to the Equity Funding case.
Dr. Kerry Cooper
College Station, Texas
More than three years have passed since 
the American business community was 
rocked by the revelations of massive, 
management-perpetrated fraud in the 
Equity Funding Corporation. As soon as 
the dimensions of the fraud became 
known, it was apparent that its repercus­
sions would be widespread and dramatic, 
especially for the accounting profession. 
This article assesses the reaction of the 
accounting profession to the fraud over 
the past three years. An analysis of the 
official AICPA response (the report of the 
Special Committee on Equity Funding) 
and the results of a survey of accounting 
firms is included. Initially, however, it is 
perhaps helpful to offer a brief description 
of the fraud at Equity Funding.
The Equity Funding Case
The Equity Funding Corporation of 
America was formed in the early 1960s. Its 
operations focused on a marketing pro­
gram involving life insurance policies and 
mutual fund shares in a rather unique 
investment package. This plan involved 
the sale by Equity Funding of mutual fund 
shares which were then pledged as collat­
eral by the buyer for loans to buy term life 
insurance. The major selling point was 
that it permitted individuals to invest in 
mutual funds and receive life insurance as 
an added benefit. The firm grew rapidly, 
acquiring mutual funds, insurance com­
panies, and a reputation for shrewd, ag­
gressive management. From a price of $6 a 
share in 1964, the company's stock soared 
to a 1969 high of $80 a share.
The apparent profitability of the firm's 
operations was, however, a sham almost 
from the beginning. The installment na­
ture of the mutual fund share sales caused 
Equity Funding to be perennially starved 
for cash. This pressing need for cash 
obliged the company to heavily reinsure 
new business — a practice which involves 
the sale of a life insurance policy to 
another company. Under a reinsuring ar­
rangement, the issuing company con­
tinues to service the policy and to collect 
the customer's premium payment, of 
which about 90% is remitted to the rein­
surer.
The practice of reinsuring was not un­
usual in the life insurance industry. Equity 
Funding, however, gave a new twist to the 
practice. It sold phony policies (which 
were altered versions of real ones) in order 
to obtain needed cash. On Equity's rec­
ords, the sham policies were scattered 
throughout its magnetic tape files but 
were linked together by secret code num­
bers. The latter feature permitted these 
policies to be excluded from selected 
printouts by the use of computer pro­
grams designed specifically for this pur­
pose — a useful measure for deceiving 
auditors.
The sale of bogus life insurance policies 
and the corresponding manipulation of 
the books were the predominant features 
of the fraud. Other fraudulent activities 
were carried out, however, including the 
borrowing of cash without recording the 
liability, the booking of nonexistent secu­
rities investments, and the inflation of the 
existent asset values.
The fraud was exposed in early 1973 as 
the result of telephone calls from a former 
Equity Funding employee to the New 
York State Department of Insurance and 
to Raymond Dirks, a financial analyst in 
New York. The Department of Insurance 
referred the matter to the insurance regu­
latory authorities in Illinois and California 
where Equity Funding Life Insurance and 
the parent company, respectively, were 
chartered. The official investigation 
launched by these agencies and the unof­
ficial one launched by Dirks triggered 
rumors that something was amiss with 
Equity Funding. Trading volume in Equity 
shares rose from a normal 14,000 shares a 
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day to 768,000 shares on March 26, the last 
day of trading before the SEC suspended 
trading in all Equity Funding securities in 
all markets. The price per share dropped 
from 27¼ on March 15 to 14⅜ on March 
26.
The SEC filed suit in federal district 
court against Equity Funding, charging 
fraud and violation of federal securities 
laws. Under court order, the firm filed a 
petition for protection under Chapter 10 of 
the Federal Bankruptcy Act, and a court- 
appointed trustee took control of Equity 
Funding. The court also appointed 
Touche Ross & Co. to perform a fraud 
audit. Touche Ross issued an audit report 
for Equity Funding in February 1974. The 
report indicated that net assets were over­
stated by $185 million, including more 
than $62 million of bogus insurance 
policies.
Report of the AICPA Special 
Committee on Equity Funding 
Other than company employees and 
executives, there were primarily five 
groups affected in varying degrees by the 
Equity Funding fraud. These groups in­
cluded the life insurance policyholders, 
the insurance industry, financial analysts, 
investors in Equity Funding, and inde­
pendent certified public accountants. The 
ultimate impact on the last group is 
perhaps the most difficult to project.
The fact that Equity's auditors had failed 
to discover the fraud became an im­
mediate object of media attention and 
raised questions regarding the effective­
ness of current audit standards and pro­
cedures and auditor responsibility for the 
detection of management fraud. In May 
1973 the AICPA appointed a special com­
mittee to study whether or not the Equity 
Funding case indicated a need for change 
in auditing standards.
The special committee's report was re­
leased to the public in June, 1975.1 The 
committee concluded that the proper ap­
plication of customary audit procedures 
would probably have resulted in the de­
tection of the existence of fraud at Equity 
Funding. The committee recommended 
only minor changes in auditing proce­
dures (relating to confirmation of insur­
ance policies and treatment of related- 
party transactions) and no changes in 
auditing standards.
The committee carefully attempted to 
draw these conclusions without attribut­
ing fault to the Equity Funding auditors. 
(This was not merely a matter of profes­
sional courtesy. Although the criminal 
cases involving Equity's auditors were 
complete and the guilty verdicts rendered 
at the time of the release of the committee 
report, a great deal of civil litigation was 
still pending.) The committee argued 
against the enlargement of auditor re­
sponsibility for fraud detection on the 
grounds that the benefits were not com­
mensurate with the costs.
Reaction to Equity Funding Case: 
Survey Results
While the report on the Special Committee 
on Equity Funding constitutes an official 
response to this fraud case, it is also of 
interest to assess the reactions of indi­
vidual CPAs. In an attempt to gain some 
insight regarding such reaction, a survey 
of 500 public accounting firms and indi­
vidual practitioners was conducted. The 
mailing list for the questionnaire was ran­
domly selected from Accounting Firms and 
Practitioners which contains member firms 
by state and city.2 The survey resulted in 
105 usable responses. Represented among 
the respondents were 77 local, 13 regional, 
and 15 national and international firms.
The firms were queried in regard to only 
one aspect of possible reaction to the 
Equity Funding fraud. However, it is the 
most crucial aspect — whether or not any 
changes in the auditing approach em­
ployed for computer-based accounting 
systems had been implemented as a result 
of the disclosures regarding Equity Fund­
ing. Table 1 indicates the cumulative re­
sponses of all the firms and of local, 
regional, and national and international 
firms, respectively.
Respondent reactions to the Equity 
Funding case were analyzed according to 
the size of geographical area served by 
each firm. It is likely that these reactions 
represent somewhat tentative attitudes 
about a situation that most certainly will 
be subjected to additional scrutiny and 
action by certified public accounting firms. 
However, from the analysis of these initial 
responses, it appears that the national and 
international firms took a more formal 
approach while the local and regional 
(Continued on pg. 18)
Table 1 
REACTION TO THE EQUITY FUNDING CASE
Has your firm made any changes in its policy toward auditing financial statements produced in a computer-based accounting system as 
a result of the alleged insurance fraud case involving the Equity Funding Corporation of America?
Have not heard of case..............................................................
No, we are awaiting final outcome of pending litigation 
before further action is taken........................................
Yes, to the extent of informal suggestions and 
comments exchanged by firm personnel...................
Yes, a committee has been established to study the 
audit implications but no recommendations 
have been made ................................................................
Yes, formal changes have been made and implemented














6% 8% 7% 7%
21 30 27 23
42 54 27 42
1 0 20 4
3 0 7 3
9 8 6 8
18 0 6 13
100% 100% 100% 100%
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Education
Careers in Accounting Education Under 
Affirmative Action Policies
Affirmative action policies of institutions 
of higher education make careers in ac­
counting education today attractive to 
qualified women. The legal requirements 
to eliminate discrimination on the basis of 
sex provide the opportunity for increasing 
numbers of women to enter the teaching 
profession.
But an adequate supply of competent 
women Ph.D.s is critical in order that 
successful affirmative action plans may 
continue. It is necessary that university 
recruiters find women accountants qual­
ified to assume teaching positions at their 
respective universities.
As shown below from the Report on 
Supply and Demand for Accounting Professors 
of the American Accounting Association 
1975-76 Committee on Affirmative Action, 
women are relatively not well represented 
today on accounting faculties. The follow­
ing data show the number of fulltime 
accounting faculty members by sex re­




Associate Professor ... 692 35
Assistant Professor.... 781 97
Instructor................ 223 77
Lecturer .......................... 67 7
Other Faculty ............... 26 1
Total 2,438 247
The primary purpose of this column is 
to encourage qualified women of all ages 
and races to consider careers in accounting 
education. (As used here, the term 
women includes those of whatever race, 
color, religion, and national origin.) Sub­
sidiary purposes are: (1) to acquaint those 
unfamiliar with the academic environ­
ment with the general preparation neces­
sary for a career in accounting education, 
(2) to present an overview of legislation 
pertinent to discrimination and affirma­
tive action in higher education, and (3) to 
indicate the elements of an affirmative 
action plan a woman may want to investi­
gate prior to a career commitment to a 
particular university.
Advantages of a Career 
in Accounting Education
Many of the reasons women give for 
selecting a career in accounting (as re­
ported in this column in January, 1976) 
apply to accounting education: availability 
of jobs, interesting and challenging work, 
quantitative orientation, salary, special­
ized business topic, and prestige of pro­
fessional status. The prestige associated 
with a career in accounting education is 
well recognized. Also evident at this time 
is availability of positions. Competent 
Ph.D.s — men and women — are highly 
sought; there seems to be no end to the 
need for accounting educators. While the 
market in other disciplines has relaxed 
somewhat, accountants still are very 
much in demand.
Few professors attain the salaries of 
managing partners in CPA firms, but 
salaries of professors are adequate. (See 
below.) If needed, supplementary income 
is available through consulting work, 
teaching in seminars and in CPA and 
CMA review courses, and so forth.
According to the Report on Supply and 
Demand for Accounting Professors, the fol­
lowing is the academic salary range (nine 
months) which those hiring expect to be 
able to offer new faculty for 1976-77 with 










$19,000 or over 29 0
Total 245 190
In other studies of what students seek 
when making career choices, it is often 
found that students want to work with 
(and to help) other people. They search for 
opportunities for independence, self­
expression, stability in their jobs, and 
advancement. Certainly accounting edu­
cation offers such opportunities.
Within limits, teaching hours are flexi­
ble. Those with young children normally 
can make satisfactory arrangements. Time 
is available for review of the literature and 
for continuing education. Indeed, such 
study is essential for technical compe­
tence. Education offers an opportunity for 
fellowship with students and with the 
business community. Generally, summer 
teaching is optional, and other vacation 
time is available between semesters. 
Travel to professional meetings is encour­
aged, although not always reimbursed. 
Also encouraged and included in annual 
performance evaluations are publications 
in professional journals and technical 
presentations to professional groups. If 
the husband is transferred to another 
location, normally it is easier for the wife 
to change universities than to build up a 
new practice or to find another 
managerial-level position.
Women who completed their under­
graduate studies several years ago and 
accepted positions in public practice, in­
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dustry, or government should not feel it is 
too late to consider a career in accounting 
education; it is seldom "too late". Experi­
ence in such former careers is beneficial to 
the educator, since business applications 
and examples can be brought into the 
classroom from first-hand knowledge. 
Such background is a "plus" when seek­
ing employment.
Preparation for a Career 
in Accounting Education
As a minimum a master's degree, prefer­
able with a CPA and/or CMA, is required 
for teaching in a four-year college or 
university. Such educational background 
normally qualifies one for employment at 
the instructor or lecturer rank. In many 
universities, however, the instructor or 
lecturer rank is one that does not lead to 
tenure status or to promotion to profes­
sorial ranks. Traditionally, women have 
made up a sizable proportion of 
instructor/lecturer ranks.
The administrators of most four-year 
colleges and universities prefer faculty 
with the doctoral degree. To teach ac­
counting, the Ph.D. with a major concen­
tration in accounting is preferred, and 
frequently training in an accounting sub­
specialty is desired. Women are wise to 
continue graduate study through the doc­
toral degree in order to compete for posi­
tions in professorial ranks. (Normally, 
graduating Ph.D.s are employed at the 
Assistant Professor level, with later pro­
motions to Associate Professor and then 
Full Professor. In exceptional cases, those 
with extensive business backgrounds or 
other special qualifications may be em­
ployed at professional ranks.)
According to the Report on Supply and 
Demand for Accounting Professors, respond­
ing schools indicated the following degree 
requirements for the full-time accounting 
faculty they are authorized to hire for the 
1976-77 academic year:3
1. Hold a Ph.D. or DBA........................309
2. Be at the doctoral 
dissertation stage................. 118
3. Be at the doctoral 
course work stage ............... 15
4. Hold a Masters/CPA, 
or JD/CPA................................ 56
5. Hold a Masters or JD, 
but not CPA............................ 13
511
The report also indicates the following 
number of Ph.D. candidates for the year 
1975-76:4
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Total Male Female
In residence—in course work 506 423 83
—in dissertation stage 128 115 13
Not in residence—in course work 49 39 10
—in dissertation stage 183 166 15
Doctorate-granting universities are 
being encouraged to include a "supply 
plan" within their broad affirmative action 
plans to give maximum encouragement to 
women and minorities to achieve 
graduate degrees.5 In fact, Title IX of the 
Educational Amendments of 1972 (dis­
cussed later) prohibits discrimination on 
the basis of sex in admission to graduate 
and professional schools and to under­
graduate programs.
Universities are being encouraged also 
to review any policies that discriminate 
against students on the basis of marital 
status and family responsibility. For 
example, women that are raising small 
children or who have been away from 
higher education for some time must cope 
with rules forbidding part-time study, 
limitations on the length of time permitted 
for completion of degrees, policies pro­
hibiting fellowships on a part-time basis, 
antinepotism rules (policies restricting 
employment of near relatives), and so 
forth.6
However, holding the Ph.D. does not 
automatically qualify a woman for em­
ployment in higher education. University 
officials are required to employ the best 
qualified applicants without regard to sex 
or race. Accordingly, other qualifications 
evaluated include: the individual's record 
in graduate school, the quality of the 
graduate thesis, publications, recommen­
dations, and impressions gained in the 
personal interview. Consideration is 
given to the candidate's ability to research, 
to teach graduate courses, and to engage 
in professional, university, and commu­
nity service. Also, the relative quality of 
the university from which the individual 
graduated is given some consideration.
Salary Differential
An overall comparison of salaries in 
higher education reveals that women con­
tinue to receive less salary than men.7 In 
1974-75 the average male salary was 
$16,000 for full-time contracts (all disci­
plines) for the academic year in all institu­
tions of higher education. The corre­
sponding figure for women was $13,000. 
The problem in salary differentials does 
not appear to be a lower salary for women 
than men in the same step of the same 
rank. The problem seems to arise in not 
moving the women up through the steps 
and ranks as rapidly as men.8
Terms9
The difference between "nondiscrimina­
tion" and "affirmative action" is given in 
the Higher Education Guidelines, Executive 
Order 11246, as issued by the U.S. De­
partment of Health, Education, and Wel­
fare (HEW), October, 1972 (described la­
ter). Nondiscrimination requires the 
elimination of all existing discriminatory 
conditions. Affirmative action goes 
further by requiring the employer to ac­
tively search for talent wherever it exists 
— to recruit, employ, and promote qual­
ified members of groups formerly 
excluded. Revised Order No. 4 (discussed 
later) requires the employer to determine 
whether women and minorities are 
underutilized in the work force (having 
fewer women or minorities in a particular 
job than would reasonably be expected by 
their availability). If so underutilized, the 
employer must develop specific goals and 
timetables as part of the affirmative action 
plan to overcome the underutilization.
Goals are not quotas. Goals are objec­
tives to which effort is directed. Quotas 
are shares of a total which are due to 
someone or something. Quotas often are 
imposed, carrying a penalty for failure to 
meet the stated number. Goals are normal 
expectations of what would happen if 
there were no discrimination. Timetables 
are statistical forecasts of expected dates 
for reaching goals. Universities are not 
required to establish quotas for the em­
ployment of women. As stated above, 
universities must develop goals and 
timetables under selected conditions.
Legislation Applicable to 
Discrimination and 
Affirmative Action10
Affirmative action in higher education has 
a relatively recent history. Federal in­
volvement in enforcement began in 1970, 
although organized activity to gain more 
equitable treatment for women existed in 
the late 1960s.11 As women students 
began to select the traditionally male areas 
of study, complaints arose about the ab­
sence of women faculty members teaching 
in such areas.
Equal Pay Act of 1963.-Since July, 1972, 
employees of public and private educa­
tional institutions have been covered by 
the Equal Pay Act of 1963.12 The Equal Pay 
Act prohibits discrimination on the basis 
of sex in the payment of wages for equal 
work on jobs that require equal skill, 
effort, and responsibility, and that are 
performed in the same establishment 
under similar working conditions. The 
Wage and Hour Administration of the 
Department of Labor enforces the Act, 
and complaints may be filed with it, with 
the Equal Employment Opportunity 
Commission (EEOC), or with the Office 
for Civil Rights (OCR). The Equal Pay Act 
applies only to unequal pay (not other 
discriminatory practices), and on the basis 
of sex only (not on the basis of race or 
national origin). Employees may file for 
immediate correction of the inequity (a 
raise in wages) and for back pay up to a 
two-year back period.
Executive Order No. 11246.-Nondis­
crimination in employment on the basis of 
sex, race, color, religion, and national 
origin is ordered for all educational institu­
tions with federal contracts over $10,000. 
All institutions employing 50 or more 
persons and receiving $50,000 or more in 
federal contract grants must have written 
affirmative action plans including numeri­
cal goals and timetables for the hiring of 
women and minority groups.
The above nondiscrimination require­
ments for institutions with federal con­
tracts began with Executive Order No. 
11246 in September, 1965, applying to 
nondiscrimination of an employee or ap­
plicant because of race, color, religion, or 
national origin. Sexual nondiscrimination 
was added by Executive Order No. 11375, 
October, 1968. Regulations requiring writ­
ten affirmative action plans for minorities 
were issued in May, 1968, and in more 
detail on February 5, 1970 (Order No. 4). 
Revised Order No. 4, December 4, 1971, 
required written affirmative action plans 
to apply to women as well as minorities.
The Department of Labor is responsible 
for issuing rules and regulations relative to 
and for enforcement of the Executive Or­
ders. The Office for Civil Rights (OCR) in 
the Department of Health, Education, and 
Welfare (HEW) is delegated the power to 
enforce the orders for colleges and univer­
sities. Complaints may be filed with the 
OCR and then referred to the Equal Em­
ployment Opportunity Commission 
(EEOC).
Institutions violating the executive or­
ders may have pending government con­
tracts delayed or denied and current con­
tracts cancelled. Such institutions may be 
declared ineligible for future contracts.
Title VII of the Civil Rights Act of 1964.- 
Title VII13 prohibits discrimination in em­
ployment on the basis of sex, race, color, 
religion, and national origin. It applies to 
academic employment through the Equal 
Employment Opportunity Act of 1972. 
This act is administered by the Equal 
Employment Opportunity Commission. It 
and its regulations require only nondis­
crimination, not affirmative action (as re­
quired by the Executive Order). However, 
conciliation agreements or court orders 
may require affirmative action after a find­
ing of discrimination. Title VII provides 
for injunctive and affirmative relief as well 
as back pay and the granting of attorneys' 
fees to the prevailing party.
EEOC may cooperate in processing 
complaints with state and local agencies 
which administer state fair employment 
practice laws. EEOC defers proceedings 
until termination of state or local agency 
proceedings (or after 60 days, whichever 
comes first) for those agencies with which 
it has written agreements. Since the EEOC 
faces a tremendous backlog of complaints, 
a complainant may wish to take the case 
directly to court after obtaining a "right to 
sue" letter from the EEOC. However, 
processing through the EEOC rather than 
the courts saves the complainant money, 
since the EEOC bears the cost of develop­
ing data and evidence for processing the 
complaint.
Title IX of the Educational Amendments of 
2972.-Title IX provides that "no person in 
the United States shall, on the basis of sex, 
be excluded from participation in, be de­
nied the benefits of, or be subjected to 
discrimination under any educational 
program or activity receiving Federal fi­
nancial assistance."14 Exclusions include: 
admission (but not after admission) to 
private undergraduate education, admis­
sion to public institutions of under­
graduate education that traditionally and 
from their establishment admitted only 
members of one sex, and educational 
institutions that are controlled by religious 
organizations if the legislation would be 
inconsistent with the religious tenets of 
the organization.
Regulations to Title IX set standards for 
meeting federal equal opportunity re­
quirements relating to admissions, treat­
ment of students, and employment. In the 
area of academic employment, nondis­
criminatory practices in hiring and promo­
tion are required (but affirmative action 
requirements comparable to those of the 
Executive Order are not required).15 The 
regulations require that grievance proce­
dures be adopted and published, and that 
such procedures provide for prompt and 
equitable resolution of student and em­
ployee complaints.
Administration of the regulations is the 
responsibility of the OCR in HEW, but 
OCR may delegate responsibility to other 
federal agencies involved in providing 
funds to educational institutions.
Other.-States have enacted fair em­
ployment practice laws prohibiting dis­
crimination on the basis of sex, race, 
religion, or national origin. Many also 
have equal pay legislation, and some have 
nondiscrimination provisions in legisla­
tion relating to state contracts.
The United States Code (Title 42) can be 
used as the basis for court cases involving 
complaints of racial or sexual discrimina­
tion. Racial discrimination claims may be 
brought through private actions against 
private employers in federal district courts 
under paragraphs 1981 and 1982, and 
relief against discrimination based on sex 
and race by public colleges may be sought 
under paragraphs 1983, 1985 (3), 1986, and 
1988.16
The possibility exists for private actions 
in court for sexual or racial discrimination 
under the equal protection and due pro­
cess clauses of the Fifth and Fourteenth 
Amendments to the Constitution of the 
United States.17 When the Equal Rights 
Amendment is passed, another basis will 
exist for cases of sexual discrimination.
Complaints of discrimination may be 
filed in selected cases under the Com­
prehensive Health Manpower Training 
Act of 1971, the Nurse Training Act of 
1971, and the National Labor Relations 
Act.
Title VI of the Civil Rights Act of 1964 
applies to discrimination in academic em­
ployment on the basis of race, color, or 
national origin. Enforcement is the re­
sponsibility of the Attorney General who 
may delegate authority in the area of 
education to the Office of Civil Rights.
On February 18, 1975, the IRS issued 
regulations relating to enforcement of 
provisions under Section 501(c)(3) for evi­
dence that tax-exempt institutions do not 
discriminate on the basis of race. Al­
though such regulations are aimed 
primarily at private schools that came into 
existence to evade the impact of integra­
tion of public schools, they also apply to 
private nonprofit colleges and universi­
ties.18
The above are not intended as an 
exhaustive list or comprehensive discus­
sion of legislation applicable to discrimina­
tion and affirmative action. They are in­
tended to introduce the reader to areas of 
legislation available for relief when dis­
crimination exists. Notice the interrela­
tionship of the legislation and the extent of 
overlapping responsibilities of the federal 
(Continued on IBC)
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Electronic Data
Processing
Privacy and the Computer
Dr. Elise G. Jancura, CPA
The Cleveland State University 
Cleveland, Ohio
Today there are well over 110,000 com­
puters being utilized in the United States. 
Many of these computers contain large 
data files which have been collected and 
stored without any formal safeguards as to 
their accuracy or the ability of others to 
access that data. The unprecedented ad­
vances in computer technology which 
have led to the concentration of large 
amounts of information within computer 
files at single locations and the ability to 
access such files through remote access 
terminals have magnified the oppor­
tunities for misuse of personal informa­
tion.
The advent of new computer networks 
and data transmission services, and the 
increasing trend to multi-user computers 
by many organizations makes the need for 
stringent protection mechanisms more 
urgent. Frequently, data is transmitted on 
these networks along unencrypted, 
nonsecured lines, and there is no accoun­
tability for the security of the data from 
one end to the other. The breach on one 
computer system could mean a breach of 
all the others in the system. Networking 
increases the exposure in terms of errors, 
possibilities for tapping, and pollution 
with false information.
When faced with these huge record­
keeping systems, the individual fre­
quently feels at a disadvantage to affect 
the contents of records or to limit their use. 
Further, the great concentration of com­
puterized information files gathered by 
the government and the potential for mis­
use of these information files has gener­
ated great concern.
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One such data file which has encoun­
tered great opposition is the FBI's Com­
puterized Criminal History System 
(CCHS) which would make a single data 
base available to law enforcement agen­
cies in all fifty states. An example of the 
concern felt about these huge centralized 
files is the petition of the state of Massa­
chusetts and the American Civil Liberties 
Union seeking an injunction against the 
CCHS. The petition alleged that states 
participating in CCHS lacked the means to 
insure the accuracy and completeness of 
their data, allowing virtually uncontrolled 
access by public and private employers 
and other agencies and does not allow 
individuals the right of access. The peti­
tion concluded that "a state with proper 
concern for the rights of its citizens — 
which by statute severely restricts the uses 
of criminal records and imposes real sanc­
tions for violations — surrenders its citi­
zens to the abuse permitted by the lowest 
standard of the 50 states and 45,000 termi­
nals."
Lawmakers at the federal, state, and 
local level of government have become 
increasingly aware of the public's concern 
over computer-based record systems and 
their implications for personal privacy. To 
some extent this concern has been created 
by fear of the super-efficient impersonal 
computer. In part it has also come from a 
reasonable concern over the expansion of 
government record-keeping activities 
which developments in computer 
technology have made possible. These 
concerns have resulted in the proposal 
and enactment of laws intended to 
safeguard the rights and interests of indi­
viduals by enumerating the circumstances 
and the procedures by which personal 
data can be collected, used, and distrib­
uted. Of major importance is the Privacy 
Act of 1974 passed by the United States 
Congress which embodied many of the 
principles of fair information practice 
which had been proposed for some time.
Fundamental Principles of 
Fair Information Practices
There are certain fundamental principles 
which collectively define fair information 
practice. They are:
1. Individuals should have access to 
information about themselves in record­
keeping systems. There should be some 
procedure for individuals to find out how 
this information is being used.
2. There must be a way for an indi­
vidual to correct or amend a record of 
identifiable information about himself or 
herself.
3. An individual should be able to pre­
vent information from being improperly 
disclosed or used for other than au­
thorized purposes without his or her con­
sent unless required by law.
4. Any organization creating, maintain­
ing, using, or disseminating records of 
identifiable personal data must assure the 
reliability of the data for their intended use 
and must take reasonable precautions to 
prevent misuse of the data.
5. There should be no personal-data 
record-keeping systems whose very exis­
tence is secret.
The Privacy Act of 1974
The principal provisions of the Privacy Act 
of 1974 require federal agencies to register 
all of their information systems on people; 
to establish a means whereby individuals 
can find out what was on file about them; 
to establish a procedure whereby indi­
viduals can challenge the accuracy of in­
formation in federal files and a procedure 
for resolving conflicts between the indi­
vidual and the owner of the files; to place 
restrictions on the sharing of information 
between agencies without the approval of 
the individual; to take action to insure that 
data on persons be kept reasonably accu­
rate; and to place restrictions on the use of 
social security numbers by federal, state, 
and local governments.
Section 2a of the Privacy Act enumer­
ates the rationale for the Act. In Section 2a, 
the Congress listed the following findings:
(1) the privacy of an individual is di­
rectly affected by the collection, 
maintenance, use, and dissemination 
of personal information by Federal 
agencies;
(2) the increasing use of computers and 
sophisticated information technology, 
while essential to the efficient opera­
tions of the Government, has greatly 
magnified the harm to individual pri­
vacy that can occur from any collection, 
maintenance, use, or dissemination of 
personal information;
(3) the opportunities for an individual 
to secure employment, insurance, and 
credit, and his right to due process, and 
other legal protections are endangered 
by the misuse of certain information 
systems;
(4) the right to privacy is a personal and 
fundamental right protected by the 
Constitution of the United States; and
(5) in order to protect the privacy of 
individuals identified in information 
systems maintained by Federal agen­
cies, it is necessary and proper for the 
Congress to regulate the collection, 
maintenance, use, and dissemination 
of information by such agencies.
Section 2b enumerates restrictions on 
the information systems of Federal agen­
cies designed to provide safeguards for 
the individuals. Section 2b reads as fol­
lows:
(b) The purpose of this Act is to provide 
certain safeguards for an individual 
against an invasion of personal privacy 
by requiring Federal agencies, except 
as otherwise provided by law, to —
(1) permit an individual to determine 
what records pertaining to him are 
collected, maintained, used, or dis­
seminated by such agencies;
(2) permit an individual to prevent 
records pertaining to him obtained by 
such agencies for a particular purpose 
from being used or made available for 
another purpose without his consent;
(3) permit an individual to gain access 
to information pertaining to him in 
Federal agency records, to have a copy 
made of all or any portion thereof, and 
to correct or amend such records;
(4) collect, maintain, use, or dissemi­
nate any record of identifiable personal 
information in a manner that assures 
that such action is for a necessary and 
lawful purpose, that the information is 
current and accurate for its intended 
use, and that adequate safeguards are 
provided to prevent misuse of such 
information;
(5) permit exemptions from the re­
quirements with respect to records 
provided in this Act only in those cases 
where there is an important public 
policy need for such exemption as has 
been determined by specific statutory 
authority; and
(6) be subject to civil suit for any dam­
ages which occur as a result of willful or 
intentional action which violates any 
individual's rights under this Act.
The Issues of Privacy and Security 
The problems involved with information 
and privacy are actually several separate 
but related issues. These issues are pri­
vacy, confidentiality, accuracy, and secu­
rity. Privacy can be defined as the right of 
individuals to determine what informa­
tion about themselves is made available to 
others. Therefore the question of privacy 
has to do with whether information is 
collected or not. Restraint in collecting 
information on people in the first place 
provides the greatest protection against 
subsequent serious problems of confiden­
tiality and security later. Once information 
has been collected the question of privacy 
becomes rather academic and the respon­
sibility to be addressed at that point be­
comes protection of the data.
Confidentiality is the question of what is 
done with data after it has been collected. 
Proper concern for confidentiality requires 
that subjects of an information system be 
informed of the reason for collecting the 
information and how that information is 
intended to be used. Further it requires 
that other subsequent uses of the data be 
considered only with the subject's permis­
sion. Enforcing the concept of confiden­
tiality will have the value of forcing data 
collectors to be specific about the uses of 
that information before collecting it.
The third, and perhaps the most crucial 
concern, deals with the accuracy of data 
collected. Accurate data requires the 
execution of procedures concerned with 
insuring that the data is relevant, timely, 
correct, and has been verified.
Security is a slightly different matter 
than the concerns of privacy, confidential­
ity, and accuracy. Security deals with the 
need to provide physical protection 
against destruction of the data files and 
unauthorized or indiscriminate dissemi­
nation of the information in these data 
files. Computer files can be endangered in 
many ways. These include natural catas­
trophies, sabotage, theft, electromagnetic 
eavesdropping, accidental compromise or 
destruction, and unauthorized access 
through remote terminals.
Security of Information Systems 
Just as the threats to informations systems 
range over a broad spectrum of possible 
events, the counter-measures which can 
be implemented to protect against these 
events are also extensive and varied. 
Some of these security measures include 
physical isolation and guards, passwords 
and identification badges, data encryp­
tion, audit trails, personnel practices, 
back-up copies of data, and access control 
software.
The security of an automated informa­
tion system is provided through a combi­
nation of administrative procedures, 
equipment features, program or software 
features, and identification or communi­
cation safeguards.
Perhaps the greatest threat to the integ­
rity and security of computer and informa­
tion systems is human ingenuity when 
that ingenuity is directed at illegal or 
unauthorized use of the system. The pres­
ent techniques, physical barriers to the 
equipment and programmed identifica­
tion routines, are not completely adequate 
to the task of adequately identifying po­
tential users and preventing unauthorized 
access or modification of data files. This 
represents an area of technology which 
needs further development and which is 
the subject of many research and de­
velopment efforts. Currently efforts are 
being concentrated on developing a 
means of uniquely identifying individuals 
accessing an automated information sys­
tem. Examples of the techniques for 
unique identification of the individuals are 
the use of memory passwords, the use of 
fingerprints or finger lengths, the use of 
voiceprints, the use of facial appearance, 
the use of picture badges, the use of 
magnetic stripe cards, and the use of 
optical ID cards.
Another technique, which does not 
concentrate on personal identification of 
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the user, is the technique of data encryp­
tion. Cryptography represents a trans­
formation of data which makes it unread­
able to a person who does not have access 
to the cryptographic key. This technique 
deals with the problem of limiting access 
by unauthorized users. It also deals with 
the problem of electromagnetic eaves­
dropping.
Additional provisions for data security 
represent potentially a significant increase 
in the cost of information systems. One 
estimate suggested that the additional 
data which would have to be collected to 
provide a complete history of all accesses 
to data files and additions for unambigu­
ous identification of individuals would 
increase the size of existing files by 10% a 
year. The increase in file sizes for these 
identification records and the additional 
checking procedures implemented in 
software and hardware features represent 
a price which will have to be paid in 
increased processing time for each file 
access. The costs of increasing individual 
privacy should be considered as carefully 
as the conditions to be imposed in insur­
ing that privacy.
Social Security Numbers 
as Universal Identifiers
Adoption of a single standard identifica­
tion system for all individuals would make 
data-gathering, data storage, and data 
retrieval more efficient. It would also 
facilitate the exchange of information be­
tween computer systems and data files. 
For that reason there have been several 
proposals to establish standard universal 
identifying numbering system. Further, 
the suggestion has frequently been made 
that this universal identification number­
ing system should be the social security 
numbers.
One objection to the adoption of such a 
universal identifier rests with the concept 
of a common identification scheme. Many 
object to the potential for abuse and exces­
sive control which such a standard iden­
tification number could have. Apart from 
such a consideration, however, use of the 
social security number itself has several 
weaknesses as a universal identifier 
should that concept find acceptance.
Social security numbers as they cur­
rently exist incorporate no self-checking 
features which would make it possible to 
distinguish any randomly chosen nine­
digit number from a valid social security 
number. Further as early as 1973, the 
Social Security Administration estimated 
that more than 4.2 million people had two 
or more social security numbers.
The Privacy Act of 1974, in section 7, 
provides:
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(a)(1) It shall be unlawful for any Fed­
eral, State, or local government agency 
to deny to any individual any right, 
benefit, or privilege provided by law 
because of such individual's refusal to 
disclose his social security account 
number.
(2) the provisions of paragraph (1) of 
this subsection shall not apply with 
respect to —
(A) any disclosure which is required 
by Federal statute, or
(B) the disclosure of a social security 
number to any Federal, state, or 
local agency maintaining a system of 
records in existence and operating 
before January 1, 1975, if such dis­
closure was required under statute 
or regulation adopted prior to such 
date to verify the identity of an 
individual.
(b) Any Federal, state, or local govern­
ment agency which requests an indi­
vidual to disclose his social security 
account number shall inform that indi­
vidual whether that disclosure is man­
datory or voluntary, by what statutory 
or other authority such number is so­
licited, and what uses will be made of 
it.
Implications for the Future
With the continued expansion of com­
puterized information systems, the con­
cern with individual privacy and the re­
lated requirements for data accuracy, con­
fidentiality, and security are likely to in­
crease. The Privacy Act of 1974 will not be 
the final legislation in that area. 
Additional federal action (HR 1984) deal­
ing with privacy and data security con­
cerns within individual states and in the 
private sector is already under considera­
tion.
Soon the privacy regulations will extend 
to the many thousands of installations 
operated by business and other sectors of 
society besides Federal agencies. In addi­
tion, many states are also actively study­
ing legislation dealing with protection of 
individual privacy implications in com­
puter data banks.
This heightened concern at both the 
Federal and state level gives promise that 
adequate attention will be focused on the 
potential abuses of such data systems. At 
the same time, it is essential that we 
manage to develop some consensus be­
tween the federal and state agencies and 
the private sector services on the appro­
priate levels of regulation and the 
standard security procedures to be im­
plemented. Without this consensus we 
could be faced with the development of 
numerous and conflicting regulations by 
the many legal jurisdictions currently in­
volved. Such duplication and conflict 
would severely limit the usefulness of 
these data systems and dramatically raise 
their cost.
Equity Funding
(Continued from pg. 12)
firms reacted to the case in a more informal 
manner. About half of the local and re­
gional firms stated that their firm's reac­
tions to Equity Funding disclosures were 
limited to informal comments among firm 
personnel. About one-fourth of the na­
tional and international firms, on the other 
hand, had a much larger frequency of 
instances in which they established a 
committee of firm personnel in order to 
study the audit implications of the Equity 
Funding fraud. One-fifth of the national 
and international firms, compared to al­
most none of the local or regional firms, 
stated that they had formed such commit­
tees.
Few of the respondents indicated any 
formal changes in audit policies and pro­
cedures for computer-based accounting 
systems as a result of the Equity Funding 
case disclosures, regardless of the size of 
the firm surveyed. Only three percent of 
the local firms and seven percent of the 
national and international firms indicated 
any formal changes.
Summary and Conclusions
The Equity Funding fraud raised serious 
questions about the role of the auditor in 
the American business system. The attest 
function is intended to provide assurance 
to investors that financial information 
concerning firms offering investment se­
curities is a fair representation (in accor­
dance with generally accepted accounting 
principles) of economic realities. Such 
massive fraud cases clearly place this pre­
sumed assurance in jeopardy.
The accounting profession, up to this 
point in time at least, has reacted cau­
tiously and deliberately, but positively, to 
the Equity scandal. Only time will tell if 
the profession's reaction has been an ap­
propriate response.
Notes
1Special Committee on Equity Funding, Re­
port of the Committee, The Adequacy of Auditing 
Standards of Procedures Currently Applied in the 
Examination of Financial Statements (New York: 
American Institute of Certified Public Accoun­
tants, 1975).
2American Institute of Certified Public Ac­
countants, Accounting Firms and Practitioners: 
1971 (New York: American Institute of Certified 
Public Accountants, 1972). This survey was 
conducted in November, 1973, approximately 
eight months after the Equity Funding fraud 
was disclosed to the public.
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Statements
Interim Statements — The Auditor’s Involvement
Dr. Clara C. Lelievre, CPA 
University of Cincinnati 
Cincinnati, Ohio
Almost from the time that John C. Burton 
became the Chief Accountant of the SEC, 
warning flags signaled an eventual bout 
between the accounting profession and 
the SEC over auditor involvement with 
interim financial statements.1 This column 
deals with quarterly statements. Issuance 
of APB Opinion No. 28 on interim state­
ments served as the catalyst for the SEC 
challenge for auditor involvement in 
interim financial statements. The SEC en­
tered the arena with the exposure of a 
reporting standard that outlined specific 
procedures to be followed by the com­
pany's independent auditor in reviewing 
interim statements. The Auditing 
Standards Executive Committee (Aud­
SEC) of the AICPA countered with its own 
proposed standard on "Limited Review of 
Interim Financial Statements." The round 
ended with the SEC release of ASR No. 
177 and AudSEC's issuance of SAS No. 
10. Both were effective for fiscal years 
beginning after December 25, 1975. The 
results of this early "interim" round might 
be called a draw since there was no "knock 
down" by either side. Both sides dealt 
some strong blows. At the moment both 
are in their respective corners drawing on 
available resources in preparation for the 
next round.
APB Opinion No. 28
APB Opinion No. 28, "Interim Financial 
Reporting" issued in May, 1973, and effec­
tive for fiscal years beginning after De­
cember 31, 1973, delineated application of 
Generally Accepted Accounting Princi­
ples (GAAP) and reporting practices for 
interim financial statements of publicly 
traded companies issued for external report­
ing purposes. Its principal objective was to 
"provide guidance on accounting and dis­
closure issues peculiar to interim report­
ing and to set forth minimum disclosure 
requirements for interim financial reports 
of publicly traded companies." (Para­
graph .06) (A publicly traded company is 
one whose securities are traded in a public 
market on either a stock exchange or in the 
over-the-counter market.)
Prior to the issuance of this opinion 
interim report preparers had little guid­
ance from APB Opinions, Accounting Re­
search Bulletins, or accounting literature. 
A wide variety of practices existed with 
little application of GAAP to such state­
ments; their form and content tended to be 
very brief with only a minimum of data 
reported. Only selected amounts from the 
income statement for only the current 
quarter were reported in many instances. 
At the end of the fiscal year, the results for 
the entire period often bore little re­
semblance to the sum of the quarterly 
totals. The fourth quarter results were 
seldom reported in a separate statement. 
The reported earnings for the first three 
quarters often exceeded the total for the 
year; many accounting changes and major 
adjustments for losses were not reported 
until the fourth quarter. In some instances 
companies reported profits for each of the 
first three periods but a loss for the year. 
Such practices led to further erosion of 
user confidence in interim statements. 
Independent auditors seldom had any 
involvement in any but the annual state­
ment.
Applicability of GAAP. The generally ac­
cepted accounting principles used in the 
preparation of the latest annual report 
should be used in reporting the results for 
each interim period unless a change in 
accounting policy or practice has been 
adopted. (The reader is referred to para­
graphs 12-30 of the Opinion for examples 
of these instances.) These primarily relate 
to seasonal revenues, costs, or expenses, 
and to income tax provisions. Extraordi­
nary items — disposal of a segment of a 
business, and contingent liabilities should 
be disclosed separately and included in 
the determination of net income for the 
interim period in which they occur. Ac­
counting changes should be reported in 
the period in which the changes are made; 
preferably such changes would be made 
during the first interim period of the fiscal 
year.
Reporting practices. A tradeoff of the 
detail in interim reports for more timely 
information is accepted and guidelines for 
minimum disclosure of summarized 
interim data are given. Reports should be 
issued for all four quarters with the follow­
ing constituting the minimum disclosure: 
(Paragraph 30).
1. Sales or gross revenues, provision 
for income taxes, extraordinary items . . ., 
cumulative effect of a change in account­
ing principles or practices, and net in­
come.
2. Primary and fully diluted earnings 
per share data for each period, determined 
in accordance with the provisions of APB 
Opinion No. 15.
3. Seasonal revenues, costs, or ex­
penses.
4. Significant changes in estimates or 
provisions for income taxes.
5. Disposal of a segment of a business 
and extraordinary, unusual or in­
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frequently occurring items.
6. Contingent items.
7. Changes in accounting principles or 
estimates.2
8. Significant changes in financial posi­
tion.
The data presented in either summary or 
detail form must be reported for the cur­
rent quarter and the current year-to-date 
or the last twelve-months-to-date together 
with comparable data for the preceding 
year. Management is encouraged to in­
clude balance sheet and funds flow data at 
interim dates. A footnote in the Opinion 
emphasizes that the required minimum 
disclosures do not constitute a fair pre­
sentation of financial position and results 
of operations in conformity with GAAP.
Questions. The reasons for the applica­
bility of this Opinion to publicly traded 
companies only are not disclosed. Since it 
appears that the summarized information 
in interim financial statements is not in­
tended to "fairly present" the results of 
operations or financial position, is it ap­
propriate for the Board to establish disclo­
sure requirements for only a limited group 
of companies? Does this have the effect of 
regulating only that group? Are we ap­
proaching the point of a different set of 
GAAP for different entities? Such a policy 
recalls proposals of early professional 
leaders that GAAP should only apply to 
corporations meeting specific require­
ments. Why should the Board encourage 
only publicly traded companies to publish 
balance sheets and funds flow data at 
interim dates? Would such information 
not be of equal assistance to security 
holders of other firms?
The Challenge is 
Issued and Answered
Once the APB had recognized the exis­
tence of legitimatized interim statements 
Mr. Burton served notice to the profession 
that it would be desirable to involve inde­
pendent auditors in quarterly reports filed 
with the Commission. Proposed rules re­
quiring substantially increased disclosure 
of interim financial information were re­
leased in December, 1974. They would 
also require publicly listed companies to 
disclose, in footnote fashion, quarterly 
income information in published annual 
reports. Such footnotes could not be 
labeled unaudited. The release alluded to 
the hope of the SEC of getting indepen­
dent accountants involved in the quarterly 
reporting process. In this manner the SEC 
was prodding the profession into for­
mulating some sort of standards for re­
porting interim results.
The proposed rules brought an almost 
immediate response from the profession. 
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AudSEC was given the charge of meeting 
the challenge. Generally, the members of 
the profession desired as little involve­
ment as possible in such statements due to 
the fear of increased legal liability and the 
resistance of clients to increased auditing 
costs. Fresh in the memory of accountants 
are the Yale Express, Westec, and Na­
tional Student Marketing cases (to name 
just a few) that involved interim state­
ments. Suggestions for auditor involve­
ment ran from that of no involvement to 
continuous audits. Professional groups 
warned that the required footnote (dis­
closing quarterly results) would become a 
part of the annual report. As such, it 
would be covered by the auditor's opinion 
and would in turn extend the auditor's 
liability to the quarterly reports.
On April 15, 1975, AudSEC issued an 
exposure draft on "Limited Review of 
Interim Financial Information." This 
suggested that the auditor might perform 
a limited review of interim statements as 
an aid to management. An opinion would 
not be rendered for a review of such a 
limited scope; thus, the results of the 
review would be released to management 
rather than to the investing public. The 
public release of the two documents sig­
naled the beginning of several months of 
sparring between the principal contend­
ers.
ARS No. 177
On September 10, 1975, the SEC released 
Accounting Series Release (ASR) No. 177 
that contained rules for interim financial 
reporting. The new rules on quarterly data 
went into effect for fiscal periods begin­
ning after December 25, 1975. The princi­
pal requirements affecting such reports 
are included. The reader is referred to the 
release itself for the complete text.
Disclosure of selected quarterly finan­
cial data in notes to annual published finan­
cial statements is required for publicly 
traded companies. The Commission re­
quires footnote disclosure of net sales, 
gross profit, income before extraordinary 
items, cumulative effect of a change in 
accounting policies or principles, net in­
come, and per share data for each quarter 
within the two most recent fiscal years. 
Proposals for disclosure of such informa­
tion outside the financial statements were 
rejected. Some had contended that such 
information could be contained in the 
president's letter to shareholders.
The independent public accountant will 
necessarily be associated with the interim 
data in the footnotes to the annual finan­
cial statements. The Commission relented 
on its initial proposal that it was not 
prepared to have these data labeled "un­
audited." It agreed to a set of limited 
review procedures which auditors would 
be expected to follow when they were 
associated with a set of financial state­
ments which included such unaudited 
footnotes. These review and reporting 
procedures would satisfactorily set forth 
the SEC's expectations as to the auditor's 
responsibilities when footnotes were 
marked "unaudited." However, the 
Commission noted that interim financial 
data was under review by AudSEC and 
that historically the SEC has not been 
required to set standards which underlie 
independent public accountants' reports 
because the profession has previously de­
veloped appropriate standards and pro­
cedures. It further stated that if AudSEC 
adopted a statement on Auditing 
Standards prior to December 10, 1975, 
which set forth standards and procedures 
to be followed in connection with interim 
data that adequately protected the inter­
ests of investors, the SEC would withdraw 
the section of the rule dealing with such 
procedures and standards. (AudSEC is­
sued its Statement in time to meet the 
deadline.)
The Commission considered and 
weighed the costs and benefits of manda­
tory involvement of independent accoun­
tants in quarterly reports and decided that 
the mandatory involvement was neces­
sary in the interest of investors.
The requirements for Form 10-Q, the 
quarterly report required of most SEC- 
registered companies, are substantially 
changed. Comparative balance sheets, in­
come statements (quarter and year-to- 
date), and funds statements are now re­
quired. They may be somewhat con­
densed and only certain footnotes must be 
included. Management is also required to 
analyze material changes in operating re­
sults by making three separate compari­
sons: current quarter to comparable quar­
ter last year, current year-to-date and last 
year-to-date, and current quarter to pre­
ceding quarter.
SAS No. 10
In December, 1975, AudSEC issued 
Statement on Auditing Standards (SAS) 
No. 10, "Limited Review of Interim Finan­
cial Statements." The statement recog­
nized that the involvement of indepen­
dent CPA's with interim financial infor­
mation may range from that limited to 
informal consultation such as advice on 
accounting principles or disclosure, to the 
other extreme where involvement may 
include an examination of such statements 
in accordance with GAAP. SAS No. 10 is 
intended to provide guidance concerning 
a limited review that is considerably dif­
ferent from an audit. The Statement de­
scribes the nature, timing, and extent of 
procedures that the independent CPA 
should apply to interim information when 
the accountant has been engaged to make 
a limited review of that information.
The objective of such a limited review of 
interim data is to provide the accountants 
with a basis for reporting to the Board of 
Directors on matters that they think 
should be brought to its attention. A 
limited review does not provide a basis for 
the expression of an opinion. (The reader 
is referred to the complete statement.)
Procedures for the limited review are 
described. They consist primarily of in­
quiries and analytical procedures concern­
ing significant accounting matters. The 
procedures that the accountant should 
apply would ordinarily be limited to the 
following: (Paragraph 10).
1. Inquiry concerning the accounting 
system and any significant changes in the 
system of internal control to ascertain their 
potential effect on the preparation of 
interim financial information.
2. Analytical review of interim financial 
information by reference to internal finan­
cial statements, trial balances, or other 
financial data to identify and inquire about 
relationships and individual items that 
appear to be unusual.
3. Reading the minutes of stock­
holders, board of directors, and commit­
tees of the board of directors to identify 
actions that may affect the interim finan­
cial information.
4. Reading the interim financial infor­
mation to consider . . . whether the 
information to be reported conforms with 
GAAP.
5. Obtaining letters from other accoun­
tants, if any, who have been engaged to 
make a limited review of the interim 
financial information of significant seg­
ments of the reporting entity, its sub­
sidiaries, or other investees.
6. Inquiry of officers and other execu­
tives having responsibility for financial 
and accounting matters concerning prepa­
ration and content of interim statements.
Performance of the above procedures 
satisfies the SEC and permits the inde­
pendent CPA to designate the required 
footnote disclosure on interim data in­
cluded in the financial statements covered 
by the auditor's report as “unaudited". 
They also constitute the appropriate 
standards and procedures that should be 
followed when the accountant is re­
quested to make a review of Form 10-Q 
when the client desires to state in the 10-Q 
that a limited review of the information 
has been made by an independent CPA.
The Next Round
What is happening while the contenders 
pause in their corners? Many problems are 
surfacing. Should interim financial report­
ing periods be considered as separate ones 
that stand alone, or as ones that are 
integral parts of the annual report? Also, 
particularly troublesome items in APB 
Opinion No. 28 concern the provision for 
income taxes and seasonal operations. 
Other problems brewing are: 1. those 
surrounding SAS No. 1 requirements re­
garding the disclaimer of an opinion when 
the accountant's name is associated with 
an unaudited report; 2. the potential con­
flict between the auditor's role in assisting 
management in the preparation of interim 
statements; 3. the fear that investors may 
rely on auditor's unaudited interim state­
ments by failing to understand the signifi­
cance of the limited review of the auditor; 
and, 4. the possibility that the auditors 
may be widening the scope of their poten­
tial liability by their association with the 
statements.
On April 28th the FASB announced the 
appointment of a twelve-member task 
force on interim financial reporting. The 
project will involve reconsideration of 
APB Opinion No. 28. “Stated broadly, the 
objective of the project is to determine 
appropriate accounting and reporting 
standards for interim financial statements 
and summarized interim financial data 
issued for internal reporting purposes."
The April 26th issue of The CPA Letter 
reported that a proposed statement on 
auditing standards to guide accountants 
in reporting publicly on a limited review of 
interim financial information has been 
agreed upon by AudSEC and will be 
mailed in the first week of May. The report 
form included in the draft that will be 
authoritative on the issuance of the state­
ment is:
“We have made a limited review in 
accordance with standards established 
by the AICPA, (describe the informa­
tion or statements subjected to such 
review) of ABC Company and consoli­
dates subsidiaries as of September 30, 
19x1 and for the three-month and 
nine-month periods then ended. Since 
we did not make an audit, we express 
no opinion on the (information or 
statements) referred to above."
The interim financial statement bout 
between the accounting profession and 
the SEC is far from over. With the outcome 
unpredictable, financial statement users 
and preparers await the next round.
Notes
1APB Opinion No. 28 states: Interim financial 
information may include current data during a 
fiscal year on financial position, results of 
operations, and changes in financial position. 
This information may be issued on a monthly or 
quarterly basis or at other intervals and may 
take the form of either complete financial 
statements or summarized financial data.
2F ASB Standard No. 3 amended APB Opin­
ion No. 28 with respect to reporting types of 
accounting changes. The reader is referred to 
this standard issued in December, 1974, effec­
tive for interim periods ending on or after 
December 31, 1974.
Accounting Problems of Utilities 
(Continued from pg. 10)
quick write-offs of such equipment, while 
generally accepted accounting principles 
would say the costs should be allocated 
over the life of the equipment.
To date, analysts and investors have not 
been materially harmed by the contents of 
utility financial statements. Public utilities 
have always been permitted to make a 
profit, thus allowing stockholders a return 
on their investments. Though the return 
to stockholders has often been small, there 
have been very few bad losses. Were a 
rash of bankruptcies among public utilities 
to occur, there might arise a hue and cry 
among the populace demanding uniform 
accounting so that such bankruptcies 
could be predicted in the future.
Just what should be the ideal accounting 
system for public utilities is still unclear. 
Also unclear is whether or not the system 
for utilities should be the same as is used 
by unregulated firms. The only thing cer­
tain is that one consistent nationwide 
system is needed.
Notes
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Annual Report, p. 24.
2A ccounting Principles Board, Accounting for 
Income Taxes (New York: American Institute of 
Certified Public Accountants, 1967), p. 12.
3A lfred L. Burke, “The Investor Looks at 
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Financial Analysts Journal, XXI (September- 
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4Ibid., p. 28.
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Advertising is the great guessing game in 
which even the so-called experts can do 
very little more than compile statistics — 
and hope and pray.
Everybody has heard about the big flops 
and the big successes. Advertising 
budgets run from a few hundred dollars to 
many millions, and the smaller the budget 
the more crucial the decisions as to how 
and where the dollars are going to be 
spent.
What is Too Much — 
And What Too Little
For the small business operation, advertis­
ing can be the most vexing problem. Too 
much may eliminate profits, not enough 
will leave the owner wondering forever 
what sales might have been in return for a 
few extra dollars. Then there is the selec­
tion of the advertising media. Price — 
return ratios are impossible to predict, 
especially over the short haul, yet the only 
thing that the small business manager is 
interested in is what the results will be — 
preferably before the end of the current 
year.
The Peripheral Benefit
In some instances small businesses are the 
beneficiaries of the advertising campaigns 
of their suppliers, such as the grocer who 
carries a large number of items that are 
extensively advertised on national televi­
sion — laundry products, cosmetics, 
cigarettes, beer, canned goods, dairy prod­
ucts, etc. Or the gasoline station that 
carries additives, various motor oils, small 
parts, etc.
Co-Operative Advertising
Other small businesses participate in co­
operative advertising efforts, such as the 
fast food franchises, certain grocery 
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chains, franchised service stations, au­
tomobile dealerships and so forth.
Of course, this type of advertising help 
is not free — it is generally assessed in 
relation to the sales volume. That makes it 
somewhat fair, since presumably the 
higher sales volume can be, at least in part, 
attributed to the advertising efforts of the 
franchisor — in addition to such other 
factors as selection of location, the per­
sonal efforts of the operator and "a little bit 
of dirty luck”.
Some small business operations need 
not make any big decisions, because the 
ethics of their profession set strict limits as 
to the type of advertising that may be 
done. Even though, of late there has been 
quite a bit of "general” advertising on 
behalf of the legal and the accounting 
professions by their professional societies 
on radio and television.
The Individual Program
That leaves a large group of small busi­
nesses that are entirely on their own in 
their advertising efforts. What is a happy 
medium when it comes to the amount to 
be spent for advertising? The person who 
could answer that question with any de­
gree of certainty could make a fortune in 
the advertising market! The type of busi­
ness has a great deal to do with media 
selection and budget determinations.
Television
To start with what is undoubtedly the 
most expensive medium, it can probably 
be said that participation of small business 
in this type advertising is pretty much 
limited to co-operative efforts or 
"maker”-backed spots, particularly in the 
automobile industry.
Radio
Radio spots are considerably less expen­
sive than television and many small busi­
ness operators feel that radio advertising 
reaches a captive audience, such as people 
driving to work or families on the way to 
the shopping center. Naturally, there is a 
great deal of distraction — the driver must 
concentrate on traffic and the passengers 
may be engaged in conversation. Yet the 
repetitive nature of radio spots seems to 
find its way into the subconscious and has 
been credited with considerable success in 
increasing sales volume.
Billboards
Although cigarettes seem to dominate this 
medium (having been banned from so 
many others), many small business man­
agers use billboard advertising to good 
advantage. Usually a site along a major 
road close to the entrance of a town is 
selected to call the driver's attention to 
"Joe's Gas Station”, "Jane's Restaurant 
and Carry-Out" or "Jean's Insurance 
Agency". Exposure and repetition is the 
name of the game, and there can be no 
question that — approaching a town after 
many miles of monotonous freeway driv­
ing — people do read billboards.
Newspapers
This medium seems to be a very popular 
one with small businesses, especially the 
local papers, ranging from the high- 
circulation big city dailies to the neighbor­
hood papers which are published weekly. 
While the metropolitan dailies can boast 
the big readership, the weekly neighbor­
hood papers can lay claim to attentive 
readers. Other deciding factors in the 
selection of the particular newspaper to be 
used may be political persuasion, sex and 
age distribution of the readership and 
geographical concentration.
Newspapers certainly offer a very wide 
range of advertising opportunities from 
the very inexpensive classified ad to clip- 
out coupons to full-page display ads.
The Yellow Pages
"Let your fingers do the walking" is the 
slogan of the Yellow Pages, and if their 
advertisers become as well known as the 
medium itself this has to be one terrific 
way to advertise. There can be no doubt, 
however, that the Yellow. Pages are used 
extensively by the buying public — 
whether it is a plumbing emergency in the 
middle of the night, the selection of a Pizza 
carry-out that will deliver, the supplier of 
an unusual item or finding an attorney, 
accountant, dentist or doctor. To many 
professionals, this is, in fact, the only 
permissible individual advertising.
Special Events
In the way of local exposure, the programs 
printed in connection with special events, 
such as sports competitions, theatre and 
other cultural events, State and County 
fairs, etc., should not be overlooked. 
Some of these books are made up as a 
"Souvenir" program and are referred to 
many times after the event has passed. 
Also, there always will be breaks and 
intermissions (and sometimes dull spots 
in the show or exhibition) during which 
people leaf through the program and at 
least glance at the ads.
The fact that the promoters of these 
events solicit advertising quite aggres­
sively may have created questions in the 
minds of many people as to whether they 
are really advertising or just footing the 
bill for the printing of the programs. But 
the fact remains that many people do read 
the ads.
Direct Mail
It has been said many times, and with a 
good deal of justification, that a small 
business operation's best source of new 
business is its established clientele. Many 
small business managers feel that regular 
mailings to the customer list are advertis­
ing dollars well spent. This appears to be 
true even for those businesses that have a 
relatively long repeat cycle, such as furni­
ture and major appliance stores. After all, 
they have smaller accessory items and 
"compagnion" appliances.
Aside from using the customer list, 
mass mailing advertising may be directed 
to selected sections of a city or other 
geographical area in the vicinity of the 
business. Such a mailing could take the 
form of a printed letter or a newspaper­
style flyer. Postage rate increases in the 
recent past may be reason for second 
thoughts on the cost — result ratio of this 
type of advertising; but from the looks of 
most consumers' mail boxes, it is far from 
being abandoned.
Give-Aways
All manufacturers of advertising special­
ties claim outstanding appeal and effec­
tiveness for their particular line of give­
aways. High on the list are match books, 
of which it is said that the message on the 
cover is read several times before the 
usefulness of the matchbook is gone. Pens 
and pencils also enjoy great popularity, as 
do rain bonnets, mirrors, fingernail files, 
rulers, calendars, paper weights, fly swat­
ters, litter bags plus an infinite number of 
small items that are assumed to be useful 
and appreciated by the recipient.
Packaging
Certainly not to be omitted from this 
review of advertising possibilities is the 
continuous exposure provided by good 
packaging. One of the most aggravating 
things that can happen to anybody is to 
have the bag or container fall apart be­
tween the time one leaves the store and 
reaches the car across the parking lot. On 
the other hand, a reusable wrapper, bag or 
carrying container is often appreciated 
and long remembered.
Attractive wrapping not only impresses 
the customer but also a number of other 
people who observe the purchaser during 
the trip from the store to the car and again 
from the car to the door of the home or 
apartment. A display ad or an emblem 
that is readily associated with the seller is 
seen from the time the purchaser leaves 
the premises of the business to — conceiv­
ably — the time it may end up sitting on 
the curb awaiting the garbage pick-up.
Obviously, the choice of media is lim­
ited only by the budget. Naturally, the 
amount set aside for advertising would 
depend on how established the business 
is, whether times are good or bad and how 
well the salesperson of the advertising 
agency presents the need for and the 
benefits of the proposed advertising pro­
gram. However, under normal circum­
stances, a small business would probably 
not want to commit more than 5% of gross 
sales to the total advertising effort. De­
pending on the profit margin of the par­
ticular type of enterprise, this may be too 
much or it may not be enough. Nothing 
will ever take the place of the astute 
judgment of the experienced manager or 
owner in making decisions on the adver­
tising budget.
Accounting for Leases (Continued from pg. 5, 
the expanded disclosures required in the 
proposed Statement should be helpful to 
users to assess the significance of lease 
transactions in relation to the financial 
condition and operations of a company. 
The information disclosed should enable 
the user of the financial statements to 
predict, compare and evaluate companies 
within an industry, and to make informed 
economic decisions.
Although the leveraged lease section of 
the proposed Statement is controversial, 
the foresight of the FASB in establishing 
standards for an emerging type of leasing 
problem is commendable.
Notes
1Happy Pierce, "Leasing and the Lessee," 
Management Accounting, December, 1975, p. 33.
2New York Times, August 29, 1975, p. 8.
3APB Opinions in this article were sum­
marized from Accounting Professional Standards, 
Volume III, published for the AICPA by Com­
merce Clearing House, Inc., Chicago, Illinois, 
September 1, 1975. The FASB proposed State­
ment "Accounting for Leases” was reviewed 
from the Exposure Draft published by FASB, 
High Ridge Park, Stamford, Connecticut 06905, 
August 26, 1975.
4Accounting Professional Standards, op. cit., AC 
§ 5351.4, p. 9642.
5Ibid., AC § 5351.5, p. 9643.
6Ibid., AC § 4051.18, p. 8427.
7Exposure Draft, op. cit., para. 1, p. 1.
8Ibid., para. 4, p. 2, as defined in the State­
ment, a bargain purchase option is a provision 
that allows the lessee, at its option, to purchase 
the leased property for a price that, at the 
inception of the lease, is expected to be substan­
tially less than the fair value of the property at 
the date the option becomes exercisable.
9Ibid., para. 4, p. 2. Economic life is defined in 
the Statement as the estimated remaining use­
ful life of the leased property for the purpose for 
which it was intended at the inception of the 
lease, without limitation by the lease term.
10Ibid., para. 4, p. 2. Estimated residual value 
is defined as the estimated fair value of the 
leased property at the end of the lease term.
11Accounting Professional Standards, op. cit., 
AC § 5352.09, p. 9664. Minimum rental com­
mitments should be disclosed in the aggregate 
for: (a) each of five succeeding fiscal years, (b) 
each of the next three five-year periods, and (c) 
the remainder as a single amount.
12Exposure Draft, op. cit., para. 23, p. 12. The 
primary purpose of the lease is to obtain the use 
of the land.
13Ibid., para. 29, p. 14. A sale-leaseback is the 
sale of property by the owner, and a lease of the 
property from the purchaser back to the original 
owner.
14Ibid., see footnote 7, p. 14 and footnote 4, p.
2. Fair rental is the going rate for rental of 
equivalent property not involved in a sale­
leaseback.
15Accounting Professional Standards, op. cit., 
footnote 1, p. 8441. In this opinion economic life 
refers to the period during which the property 
is generally expected to be used for the purpose 
for which it was designed.
16Exposure Draft, op. cit., para. 63, p. 29.
17See footnote 11 above.
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The purpose of this column is to present a 
general overview of the development of 
the Cost Accounting Standards Board by 
examining its organization, objectives, 
and operation. A brief summary of the 
issued and proposed standards as of De­
cember, 1975, is presented. Although the 
Board's responsibilities are narrow in 
scope at present, it does have the potential 
to exert significant impact on the account­
ing profession.
Statement of the Problem
The late 1960's was a period of tremen­
dous increase in defense expenditures, 
accompanied by allegations that some 
contractors were reaping excessive profits 
through cost manipulations on defense 
contracts. In evaluating performance on 
negotiated defense contracts, Congress 
and the Department of Defense ques­
tioned the increasing amounts and fre­
quency of cost overruns. Comparing ac­
tual contract costs with the bid estimates 
became an impossible task because of the 
lack of consistency within any one firm 
relative to the cost accounting practices 
employed in the preparation of bids and 
the subsequent accumulation and report­
ing of actual costs. There was also a lack of 
uniformity among the various govern­
ment contractors, a fact which further 
impeded comparability.1 In 1968 the sub- 
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ject of uniform cost accounting standards 
for defense contractors was being consid­
ered by the Committee on Banking and 
Currency in connection with the extension 
of Section 707 of the Defense Production 
Act of 1950.2 This section of the Act reads 
as follows:
No person shall discriminate against 
orders or contracts to which priorities 
are assigned or for which materials or 
facilities are allocated under Title I of 
this Act or under any rule, regulation, 
or order issued thereunder, by charg­
ing higher prices or by imposing differ­
ent terms and conditions for such or­
ders or contracts than for other gener­
ally comparable orders or contracts or 
in any other manner.
As a result of the findings of these 
committee hearings, Public Law 90-370 
was signed on July 1, 1968. This law 
provided for a study to be conducted by 
the General Accounting Office (GAO) 
under the Comptroller General in cooper­
ation with the Secretary of Defense and 
Director of the Bureau of the Budget. The 
study was to investigate the feasibility of 
applying uniform cost accounting 
standards to all negotiated defense con­
tracts of $100,000 or more. The results of 
the study were reported to Congress in 
January, 1970.
During the course of the study by the 
GAO, many problem areas in government 
defense contract costing were revealed. 
Indirect cost allocation emerged as the 
major problem in contract accounting. 
Many questionable cost accounting prac­
tices were identified, including the charg­
ing of capital outlays by contractors to 
current expenditures and passing the cost 
on to the government. Also found was the 
practice of "double counting," whereby 
the contractor recovered the same charge 
as both a direct cost and as a charge to 
overhead. Another questionable proce­
dure was the failure to credit the govern­
ment with refunds and discounts received 
by the contractor in connection with gov­
ernment contracts. The study concluded 
that uniform cost accounting standards 
were not only feasible but also highly 
desirable.3
In response to the need for some device 
by which uniform standards could be 
achieved, Congress created the Cost Ac­
counting Standards Board (CASB) in Au­
gust 1970, with P.L. 91-379, and amend­
ment to the Defense Production Act of 
1950. The CASB, acting as an agent of 
Congress and independent of the execu­
tive departments, was charged with the 
promulgation of uniform cost accounting 
standards aimed at achieving uniformity 
and consistency in the cost accounting 
practices of contractors and subcontrac­
tors receiving negotiated defense con­
tracts in excess of $100,000.4
CASB: Organization, 
Objectives, and Operation
The CASB, as an agent of Congress, but 
established independent of the executive 
departments, was formally organized in 
January 1971 following the initial appro­
priation of funds for its operations. Its 
stated purpose is to promulgate cost ac­
counting standards designed to achieve 
uniformity and consistency in the cost 
accounting principles followed by defense 
contractors and subcontractors under 
Federal contracts.
The Board is composed of five members: 
two appointed from the accounting pro­
fession, one industry representative, one 
government representative, and the 
Comptroller General of the United States 
who serves as chairman. Members serve 
part time and are appointed for four-year 
terms by the Comptroller General.5 Meet­
ings are held monthly, lasting from one to 
three days. The Board is assisted in its 
mission by a full-time staff of twenty-two 
professionals and thirteen administrative 
and clerical employees under the supervi­
sion of the Executive Secretary hired by 
the Board. Unlike many research bodies 
the CASB is not hampered by a lack of 
funds. In 1974 its operating budget was 
approximately $1.5 million.6
In promulgating each cost accounting 
standard, the Board is guided by several 
objectives:7
1. Measure the amount of costs which 
may be allocated to covered contracts.
2. Determine the accounting period to 
which costs are allocable.
3. Determine the manner in which allo­
cable costs can be allocated to covered 
contracts.
The Board is not bound by any for­
malized procedures other than the re­
quirement for exposure of proposed 
standards through the Federal Register. 
However, in 1973 the CASB issued its 
Statement of Operating Policies, Procedures, 
and Objectives and attempted to set forth a 
conceptual framework for its work. In the 
Statement the Board adopts the concepts of 
fairness, uniformity, consistency, verifia­
bility, allocability, and materiality to guide 
the members in arriving at standards 
which will improve cost identification, 
accumulation, and reporting for defense 
contractors.8
As a preliminary to the promulgation of 
a standard the Board considers existing 
practices relative to a specific area. It 
establishes what the practice is, discovers 
reasons supporting different practices in 
similar circumstances, and determines the 
appropriate criteria for the selection of 
practices in the given circumstances. The 
Board does not presume that the existing 
practice is or is not the most desirable 
one.9
The staff conducts extensive back­
ground research on the specific area of 
interest and presents proposals to the 
Board. Research usually begins with a 
thorough study of library materials. 
Members of the staff will visit with those 
contractors who have indicated an interest 
in the Board's work and who appear to be 
knowledgeable about the specific subject. 
A number of interviews will be completed 
before proceeding with the research. 
When the project director and staff feel 
that they are ready to draft a cost account­
ing standard, they will proceed to do so. 
The staff will develop a proposed standard 
for discussion purposes and circulate this 
draft standard to those contractors who 
have already cooperated in the project and 
to other interested parties. Their com­
ments will be used by the project director 
in revising the proposed standard. After 
exposure of one or more staff drafts, the 
project director will decide that the pro­
posed standard is ready for scrutiny by the 
Board. It is then that the proposed 
standard is distributed to the Board mem­
bers.10
At this time the Board may be asked 
only for advice or, if the project director 
thinks that sufficient work has been done, 
the Board may be asked that the proposed 
standard be published in the Federal Regis­
ter. Board permission must be secured for 
such formal exposure.
Publication of the proposed standards 
in the Federal Register, in addition to being 
required by legislation, provides the 
Board with the means of getting responses 
from a broad cross-section of the govern­
ment contracting industry and others. The 
Board concerns itself with the administra­
tive costs of implementation and the prob­
able benefits of adoption. Based upon the 
response to the Federal Register exposure, 
another revision of the standard may be 
made by the staff after much discussion 
with the Board. Finally, a draft is de­
veloped on which a formal vote is taken 
and the standard is or is not approved for 
promulgation. After approval by the 
Board the standard is promulgated by 
publication of the final wording in the 
Federal Register. Standards so promulgated 
are then transmitted to Congress, where 
they remain for a period of sixty days of 
continuous session. During that sixty days 
the two houses of Congress can pass a 
concurrent resolution stating that the 
Congress does not favor the proposed 
standard, in which case it would be with­
drawn or modified. If both houses of 
Congress do not pass resolutions disap­
proving the standard within sixty days, 
the standard becomes final with the full 
force and effect of law. It is then required 
to be included in negotiated defense con­
tracts over $100,000.11
Disclosure Statement
Section 719 of P.L. 91-379 requires written 
disclosure of cost accounting practices of 
all contractors receiving negotiated prime 
defense contracts in excess of $100,000 
(raised to $500,000, effective January 1, 
1975). On February 24, 1972, the CASB 
sent to Congress the Disclosure State­
ment, an extensive questionnaire to be 
used by contractors to detail their cost 
accounting practices. Easing its im­
plementation somewhat the Board ini­
tially required the Disclosure Statement of 
companies receiving negotiated prime de­
fense contracts in excess of $30 million in 
fiscal 1971; but on April 1, 1974 the disclo­
sure requirement was extended to each 
company which received defense con­
tracts subject to CASB rules during fiscal 
1972 or 1973 totaling more than $10 mil­
lion.12 In 1974 the CASB sent to Congress 
an additional Disclosure Statement de­
signed for colleges and universities receiv­
ing negotiated defense contracts.13
Using the Disclosure Statement, the 
contractor is required to disclose in writing 
its cost accounting practices, to follow the 
disclosed practices consistently, and to 
comply with all standards in effect on the 
date of the award of any covered con­
tract. 14 Once the Statement is filed, it must 
be amended to reflect any changes in cost 
accounting practices, whether the 
changes are self-initiated or required by 
subsequently issued standards. Failure to 
follow the standards or to apply them 
consistently will result in a contract price 
adjustment, with an interest charge not to 
exceed 7 per cent.15
The Disclosure Statement has served 
two purposes to date. First, it has enabled 
the Board to accumulate a computerized 
data bank of information on existing cost 
accounting practices.16 Second, it sets an 
interim standard requiring contractors to 
adhere to their disclosed practices until 
the Board may establish different ones.17
Standards
The following sections are included in the 
official statement of a cost accounting 
standard: general applicability, purpose, 
definitions, fundamental requirement, 
techniques for application, illustrations, 
exemptions, and effective date.18 The is­
sued and proposed standards of the CASB 
as of December 1975 are summarized in 
the following paragraphs.19
Standard 401: "Consistency in Estimat­
ing, Accumulating, and Reporting Costs" 
requires that a company be consistent in 
presenting cost data in making price pro­
posals on a contract and in subsequently 
accumulating and reporting the actual 
costs of performance under the contract.
Standard 402: "Consistency in Allocat­
ing Costs Incurred for the Same Purpose" 
is a companion to Standard 401 and is 
designed to eliminate "double counting," 
whereby the same type of cost is charged 
in the same period to the contract as both a 
direct cost and as a charge to overhead. 
The costs are required to be allocated on 
one basis only. This standard then re­
quires that all costs incurred for the same 
purposes in like circumstances be treated 
either as direct costs only or as indirect 
costs only in making allocations to final 
cost objectives.
Standard 403: "Allocation of Home Of­
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fice Expenses to Segments" requires that a 
contractor allocate the home office ex­
penses equitably to segments on the basis 
of the beneficial or causal relationship 
between the supporting and receiving 
activities. Criteria for the allocation are 
clearly set out in the standard.
Standard 404: "Capitalization of Tangi­
ble Assets" sets out the requirements of 
contractors as regards the capitalization 
policies. The contractor must have a writ­
ten capitalization policy which is followed 
consistently. The policy criteria mini­
mums for determining whether an item is 
to be expensed or capitalized shall not 
exceed a useful life of two years and a cost 
of $500; however, a shorter useful life or a 
smaller amount may be established. The 
standard also details capitalization of con­
structed and donated assets.
Standard 405: "Accounting for Unal­
lowable Costs" requires that costs deter­
mined to be unallowable by procurement 
regulations are to be identified and 
excluded from government billings, 
claims, etc. Unallowable costs are to be 
accorded the same cost accounting treat­
ment as allowables and, if part of an 
indirect-cost allocation base, they are to 
remain as part of the base and bear their 
pro-rata share of all costs within the indi­
rect pool.
Standard 406: "Cost Accounting 
Period" sets forth criteria for the selection 
of time periods to be used for contract cost 
accumulation and allocation. The contrac­
tor's fiscal year is to be used unless an 
alternate period is mutually agreed upon 
by the contracting government agency 
and the contractor.
Standard 407: "Use of Standard Costs 
for Direct Material and Direct Labor" 
specifies criteria allowing the use of 
standard costs in accumulating, estimat­
ing, and reporting costs of direct labor and 
direct materials. It also provides for the 
allocation of standard cost variances to 
final cost objectives.
Standard 408: "Accounting for Costs of 
Compensated Personal Absence" requires 
that the costs of compensated personal 
absence be assigned to the period in which 
the entitlement is earned.
Standard 409: "Depreciation of Tangible 
Capital Assets" requires that the method 
of depreciation used for financial account­
ing also be used for contract accounting 
unless that method is unacceptable for tax 
purposes or does not accurately reflect the 
expected consumption of services for the 
asset. The contractor is allowed a two-year 
period in which to develop records on past 
experience to support estimates of useful 
life. Only assets acquired by the contractor 
after the beginning of the fiscal year fol- 
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lowing receipt of a CASB-covered- 
contract are subject to this standard.20
Standard 410: "Allocation of Business 
Unit General and Administrative Expense 
to Cost Objectives" defines general and 
administrative expenses and establishes 
criteria for their measurement and alloca­
tion. This standard is proposed, but the 
final issuance is expected in early 1976.21
Standard 411: "Accounting for Acquisi­
tion Costs of Materials" states that mate­
rial cost will be the net acquisition cost of a 
category of materials, regardless of the use 
of a material inventory account. LIFO is 
not an acceptable inventory costing 
method under the provisions of this 
standard.22
Standard 412: "Cost Accounting 
Standards for Composition and Mea­
surement of Pension Costs" deals with the 
measurement of pension costs and their 
assignment to cost accounting periods.23
Standard 413: "Adjustment of Histori­
cal Depreciation Cost for Inflation" would 
allow depreciation on cost measured in 
terms of purchasing power rather than on 
historical cost. The Board has chosen in 
this standard to measure the impact of 
inflation in terms of the observed erosion 
of purchasing power. This standard is still 
in the preliminary proposal stages and has 
not been issued.24
Conclusions
This paper has been an elementary, 
straightforward look at the Cost Account­
ing Standards Board. It is felt that greater 
public and professional awareness of the 
Board's work and participation in the 
formulation of uniform standards is vital 
to insure fairness and less controversy 
after promulgation. Recognizing the legal 
force behind CASB standards, regardless 
of their general acceptability, emphasizes 
the difficult task of the FASB in the formu­
lation of generally accepted accounting 
principles. The CASB's work in capitaliza­
tion and depreciation of capital assets, 
pension costs, and inflation accounting 
imply increasing influence on financial 
accounting practices.
The cost accounting standards promul­
gated by the CASB have the full force of 
the law behind them. The proposed 
standard becomes law if Congress has not 
acted on it within sixty days of continuous 
session, rather than requiring specific pas­
sage by Congress. This step in the proce­
dure of issuing new standards bears 
watching since the work done by the 
CASB has the potential of causing a great 
impact on the accounting profession and 
the financial management decisions of 
most companies. Hopefully, however, by 
following the procedures which the Board 
has outlined for itself, sufficient research 
will have been done before any proposed 
standard reaches the stage of becoming 
law. Certainly the promulgation of uni­
form and consistent cost accounting 
standards will improve communication in 
defense contracting, reduce the number of 
disputes, and at the same time make 
equitable settling of contracts an easier 
task.
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Auditors’ Liability to Investors for Clients’ Inadequate Disclosure 
or 
The Auditor as Police Dog
Dr. Patrica C. Elliott, CPA 
University of Washington 
Seattle, Washington
(Part 2)
GUEST WRITER: This column was written by 
Margaret R. Liles, a staff auditor with the 
Seattle office of Price Waterhouse & Co.
The article is in two parts; the first part 
appeared in the April 1976 issue.
Since Part I of this article was written, the 
U.S. Supreme Court rendered its decision 
in Ernst & Ernst v. Hochfelder1 reversing the 
decision of the Seventh Circuit Court of 
Appeals discussed in Part I. The court 
ruled that a private cause of action for 
damages will not lie against an accountant 
under Rule 10b-5 in the absence of allega­
tion and proof of "scienter," i.e., intent to 
deceive, manipulate or defraud on the 
part of the accountant. The Court noted 
that the language of section 10(b) of the 
Securities Exchange Act of 1934 connoted 
intentional or willful conduct designed to 
deceive or defraud investors, and that an 
accountant cannot be liable for negligent 
conduct alone. The Court expressly re­
served decision, however, as to whether 
or not in some circumstances reckless 
behavior would be sufficient for liability, 
so that actual knowledge may not be the 
test as long as the defendant recklessly 
ignores what is under his or her nose.
Thus, since Part I of this article was 
written, the U.S. Supreme Court in the 
Hochfelder decision may have decreed that 
the accountant-police dog's nose need not 
be that of a bloodhound, thereby substan­
tially reducing the importance of the “sniff 
function" as outlined in Part I. On the 
other hand, although significant, one de­
cision does not make the law, and it will 
undoubtedly be years before a body of law 
defining the limits and implications of the 
Hochfelder decision will be developed. In 
any event, the "bark" and "bite" 
functions discussed below depend on ac­
tual knowledge, or something akin to it, so 
that the "scienter" requirement of the 
Hochfelder decision will probably be met in 
the circumstances discussed under these 
captions.
The Bark Function — 
Accountant's Liability for 
Inadequate or Improper 
Presentation
Even when an auditing firm has per­
formed an unusually extensive and dili­
gent audit of a client's financial transac­
tions and has issued a qualified opinion 
despite strong client objections, it appears 
that the accountant may still be liable to 
investors for their losses for failure to 
make adequate disclosure about the 
client's financial condition and the facts 
which prompted the qualified opinion in 
its report on the audited financial state­
ments. In the case of Herzfeld v. Laventhol, 
Krekstein, Horwath & Horwath2 the Court 
held the auditors liable to investors under 
Rule 10b-5 for issuing a misleading report 
on the audited financial statements of its 
client. The holding of the Court is disturb­
ing because the decision extends what 
constitutes adequate disclosure beyond 
the reporting standards required by gen­
erally accepted accounting principles 
(GAAP), because of the dicta of the Court 
to the effect that compliance with GAAP 
does not necessarily assure adequate dis­
closure, and because of the reasons the 
Court used to justify its holding the au­
ditors liable.
In the Herzfeld case the accounting firm 
of Laventhol, Krekstein, Horwath & Hor­
wath (Laventhol) had been retained by the 
Firestone Group, Ltd., (FGL), a California 
real estate syndicate, to perform an audit 
pursuant to a private placement of $7.5 
million of securities by FGL. The audited 
financial statements and Laventhol's qual­
ified opinion on the financial statements 
were found misleading because of the 
accounting treatment accorded to the pur­
chase and sale of certain nursing home 
properties (the Monterey transaction), the 
largest single transaction of FGL. Several 
members of the auditing firm went to 
extraordinary lengths to review the 
Monterey transaction, even obtaining an 
outside legal opinion on the contracts. 
Because they established the facts that the 
down payments were small, that the pur­
chaser had a net worth of only $100,000, 
that no title search or title insurance had 
been obtained, and that the transaction 
was doubtful, they required — despite 
objections by both the client and the 
underwriter — that the FGL defer most of 
the profit ($1.65 million) and allowed the 
client to take into income only the actual 
cash received and the amount promised as 
liquidated damages if the buyer defaulted 
($235,000). Laventhol further issued only 
a qualified opinion “subject to the collecti­
bility of the balance receivable on the 
contract of sale," and provided a detailed 
description of the contracts in the foot­
notes to the financial statements. It later 
turned out that the properties were never 
acquired or sold by FGL and the company 
recognized a substantial loss instead of a 
profit.
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The Court held Laventhol liable because 
it had included the Monterey transaction 
in sales and income and had not fully 
revealed to investors its reservations and 
doubts concerning consummation of the 
transaction and the facts upon which its 
reservations were based.3 In other words, 
Laventhol was faulted for not barking long 
and loud enough to warn the unwary 
investor when Laventhol came upon sus­
picious circumstances. The Court focused 
on what would have constituted adequate 
disclosure under the circumstances and 
specifically stated that the qualification 
language in the auditor's opinion was 
inadequate. The court said:
"Our inquiry is not focused on 
whether Laventhol's report satisfies 
esoteric accounting norms, com­
prehensible only to the initiate, but 
whether the report fairly presents the 
true financial position of Firestone ... to 
the untutored eye of an ordinary inves­
tor."4 [Emphasis supplied].
The Court held further that Laventhol had 
an affirmative duty of disclosure because it 
knew its report was being made exclu­
sively for the private placement and be­
cause it knew investors were relying on 
Laventhol "as a public accounting firm, to 
reveal the truth about FGL's financial con­
dition."5 [Emphasis supplied]. Such lan­
guage appears to make the auditor the 
insurer of a client's financial statements. 
Moreover, the auditor's reporting is to be 
judged from the perspective of hindsight 
by the standard of whether adequate dis­
closure was made of all facts investors 
needed to interpret the financial state­
ments accurately rather than whether pro­
fessional standards were met.6 The fun­
damental objection of the Court appears to 
be that Laventhol allowed FGL to include 
any of the proceeds from the Monterey 
transaction in current income, given that 
they had substantial doubts about the 
enforceability of the contract and did not 
require as a condition to the audit a written 
opinion by an attorney experienced in real 
estate transactions.
In sum the court, despite all its words 
about inadequate disclosure, appears to 
fault Laventhol principally for insufficient 
investigation and poor judgment, and 
perhaps for yielding to client pressure to 
bend the rules in its favor. To expose 
auditors to liability to investors for what 
from the benefit of hindsight turns out to 
be poor judgment, even though made in 
accordance with standards of the account­
ing profession, is an unprecedented ex­
tension of auditor's liability. Perhaps in 
light of the Supreme Court's decision in 
the Hochfelder case, the district court in the 
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Herzfeld case went too far. However, it is 
evident that, on the authority of the 
Herzfeld case at least, in the event a com­
pany's financial transactions turn sour 
and investors suffer losses and are unable 
to recoup them from the company, the 
courts would scrutinize the auditing and 
reporting practices followed by the com­
pany's auditor in an attempt to impose 
liability on the auditor. In effect, to protect 
an auditor from civil liability, the financial 
statements would have to be written like a 
prospectus. It is difficult to believe that 
decision is really a fair statement of the law 
and would have been upheld on appeal; 
but the case was not appealed and thus 
allowed to stand and cannot be ignored by 
accountants although its requirements are 
extreme.
In any event, it is evident under the 
authority of the Herzfeld case that the 
auditor must not only bark loudly but he 
must also bark clearly when confronted 
with potential audit dangers, and the 
traditional qualification language used in 
auditors' opinions may not constitute a 
clear enough bark.
The Bite Function — 
Accountant's Liability for 
Failure to Alert Authorities
The position of the SEC in its complaint 
against National Student Marketing Cor­
poration (NSMC)7 would extend an au­
ditor's liability for aiding and abetting a 
Rule 10b-5 violation to failure to notify 
shareholders or the SEC in the event that 
unaudited interim financial statements are 
materially misleading. The SEC contends 
that Peat, Marwick & Mitchell (PMM), 
who, pursuant to a merger between 
NSMC and Interstate National Corpora­
tion (Interstate), issued a comfort letter 
requiring material adjustments on the 
interim statements, had a duty to with­
draw from the engagement and to notify 
the Commission or the NSMC and In­
terstate shareholders when NSMC failed 
to revise its interim statements in accor­
dance with the comfort letter. Even 
though the Interstate representatives and 
counsel were aware of the deficiencies in 
the comfort letter and decided to proceed 
with the closing of the merger nonethe­
less, the SEC position is that PMM should 
have, in order to avoid personal liability, 
withdrawn from the engagement and in­
formed on the client to agents of the 
government. Thus, the SEC expects au­
ditors to sink their fangs into the hand that 
feeds them if their client turns out to be the 
thief.
If the SEC's position in this pending 
action is upheld, and accountants are 
required to perform an enforcement func­
tion in connection with unaudited finan­
cial statements which they believe to be 
materially misleading, they will be ex­
posed to greater responsibilities, duties, 
and thus liabilities, than proscribed by the 
standards of the profession, which recog­
nizes such a duty only in connection with 
audited financial statements.8
Although the final outcome in the Na­
tional Student Marketing actions remains to 
be seen, there is some precedent for the 
SEC's position in an earlier Seventh Cir­
cuit holding in Brennan v. Midwestern 
United Life Insurance Company,9 which had 
certain similarities to the SEC complaint in 
National Student Marketing, although no 
accountant was involved. In that case the 
Court held that silence or inaction alone is 
not enough to incur liability for aiding and 
abetting a violation of the anti-fraud pro­
visions of the securities laws; but if some 
benefit is received directly or indirectly by 
the person who fails to disclose knowl­
edge of another's securities fraud upon 
the public to the proper regulatory au­
thorities, then such silence or inaction 
might constitute rendering substantial as­
sistance to the fraud of another and result 
in liability on an aider and abettor theory. 
(The Supreme Court in the Hochfelder case 
expressly declined to prescribe the criteria 
for aiding and abetting under Rule 10b-5.)
Although the Brennan case does not 
involve an accountant as an aider and 
abettor, the case has important implica­
tions for accountants for it established the 
conditions under which silence could con­
stitute aiding and abetting. One can easily 
imagine a situation in which by hindsight 
an accountant would be deemed to have 
known about a client's fraudulent activi­
ties but would be under no statutory duty 
to report such activities to the regulatory 
authorities. For example, a client could 
make a misleading press release having 
nothing to do with either audited or "as­
sociated with" financial statements. The 
fee received by the accountant probably 
would be viewed as a sufficient benefit to 
make him or her liable, for clearly if the 
accountant were to turn in the client to the 
authorities s/he would lose the client, 
future fees, and perhaps uncollected fees 
for previously rendered services if the 
regulatory authorities should thwart a 
pending financial transaction upon whose 
successful completion payment of such 
fee was dependent.
It is significant that the Brennan court 
did not purport to find a specific statutory 
duty to take action to prevent the fraud, 
but emphasized investor protection as the 
paramount consideration of the federal 
securities laws in general, and specifically 
of the Exchange Act.10 Since the primary 
wrongdoer was insolvent, as is often the 
case, the party found guilty of aiding and 
abetting the fraud is liable for the inves­
tor's losses. Accountants faced with civil 
liability and large damages as aiders and 
abettors should note that active assistance 
of another's fraud is not a necessary factor 
in such liability — silence or inaction can 
constitute substantial assistance. The risk 
of liability for failure to notify the SEC 
and/or the public of the misleading nature 
of previously issued financial statements 
with which an accountant is associated is 
substantial.
Shifting the Liability Burden — 
Indemnification, Insurance 
and the Investing Public
One approach accountants might take to 
meeting the increased standards for liabil­
ity would be to attempt to shift the burden 
contractually to the client by an agreement 
of indemnification. Unfortunately, under 
the doctrine of Globus v. Law Research 
Services, Inc.,11 an agreement for indem­
nification for violation of the anti-fraud 
provisions of the securities laws is void as 
against public policy. The reasoning be­
hind this doctrine is that liability is im­
posed under the securities laws as an 
incentive to greater diligence to sniff out 
and disclose violations of the law, and any 
indemnification by the defrauding person 
would substantially reduce this desirable 
incentive.
Although no cases on the subject exist, 
malpractice insurance covering liabilities 
under the securities laws would seem to 
stand on a different footing than indem­
nification. Insurance may reduce some­
what the incentive toward professional 
diligence; however, unlike indem­
nification, insurance provides an 
additional pool of funds which may be 
used to repay a defrauded investor, so that 
recovery on a contract of insurance does 
not result in taking funds from one of the 
investor's pockets (the client company in 
which the investor is a stockholder) and 
putting it into another.
Premium costs for accountant malprac­
tice insurance with securities laws cover­
age have increased substantially in recent 
years and will probably increase even 
more in the future. Further, inclusion of 
securities laws violations in policy cover­
age has become difficult for small account­
ing firms to obtain. Accountants' malprac­
tice insurance policies are generally 
worded to protect the insured only against 
claims or actions for "damage” and thus 
do not cover defense of criminal proceed­
ings, or similar actions in which "damage" 
recoveries are not sought. Also, because 
accountant malpractice insurance policies 
are designed to protect only against dam­
age claims, an insurance carrier is not 
obligated to consider possible damage to 
professional reputation or future business 
in weighing the desirability of an early 
settlement.12
Because the new standards will require 
public accountants to spend greater 
amounts of time and effort in their review, 
and because the increased costs of mal­
practice insurance will ultimately have to 
be shifted to the client, the average cost of 
accounting fees which businesses will 
bear in the future will certainly be signifi­
cantly higher than in the past. Thus, 
American businesses, and ultimately their 
public stockholders, will ultimately and 
indirectly bear the burden of the increased 
costs associated with the increased 
standards of professional performance 
imposed upon accountants under the re­
cent securities laws cases.
For smaller, riskier companies, the 
"marginal" companies with declining 
earnings, these increased costs may be a 
substantial burden and may increase the 
tendency for such companies to forego 
public accounting services whenever pos­
sible. These, however, are the very types 
of companies for which public accoun­
tants must exercise extended diligence 
under the new requirements and are 
probably the types of clients that need 
good accounting services.
Moreover, even the largest and most 
solvent companies cannot afford to have 
auditors employ all possible audit proce­
dures that might lead to the detection of 
collusive fraud by management. Hence, 
there is some doubt that public investors 
would be protected from many of the 
headline-making types of fraud, such as 
occurred in the Equity Funding scandal.
Conclusion
There is no question that in recent years 
massive frauds on the investing public 
have been uncovered. Some of them 
probably would not have progressed as far 
had greater diligence in uncovering and 
disclosing them been exercised by the 
public accountants involved. In retro­
spect, accountants probably should have 
been more active and diligent in identify­
ing the frauds and less motivated toward 
pleasing their clients. Whether or not 
applied standards of review are deemed to 
fall within or without generally accepted 
auditing standards and accounting prin­
ciples is irrelevant — clearly new 
standards of greater review are required of 
the accounting profession, whether by the 
profession itself, the administrative agen­
cies, or the courts.
Since the standards for liability and thus 
for investigation vary with the facts of 
each case, it is difficult to establish any 
fixed procedures for investigation and 
review that an accountant should under­
take in order to escape liability under the 
new standards. CPAs are exposed to in­
creased liability to investors for in­
adequate investigation, misapplication of 
accounting principles and inadequate or 
misleading disclosures which are mate­
rially misleading and operate to deceive 
investors. The evolving standard for a 
public accountant's liability to investors is 
increasingly demanding and at present 
vague. However, it is clear that the 
standards have increased and thus more 
review is needed and that, if a substantial 
fraud lies under an accountant's nose, s/he 
will be liable no matter how carefully the 
routine checks traditionally required have 
been performed. It is doubtful that the 
Supreme Court's decisions in the Hochfel­
der case has changed this as a practical 
matter. Shoddy performance or "rubber 
stamping" of a client's disclosures even if 
tolerable in the past will render public 
accountants vulnerable to Rule 10b-5 lia­
bility and will thus force the accounting 
profession to employ a higher level of care 
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Reviews
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Mississippi State University 
Mississippi State, Mississippi
THE IMPACT OF AUDIT FRE­
QUENCY ON THE QUALITY OF 
INTERNAL CONTROL, Studies in 
Accounting Research #11, Russell 
M. Barefield; American Accounting 
Association, 1975; 86 pages, $3.00 
(paper).
This monograph was developed as part of 
an effort to develop a descriptive theory of 
auditee behavior which can be used as the 
foundation for prescribing audit plans. 
The question specifically covered in this 
monograph is “What is the impact of level 
of compliance audit frequency on the 
quality of auditee adherence to prescribed 
internal control procedures?"
The literature was searched for a list of 
variables that affect (1) in the auditor's 
absence the deterioration of auditee com­
pliance with internal control procedures 
and (2) the audit's effectiveness in restor­
ing and maintaining compliance with 
internal control procedures. Literature 
was also surveyed to identify auditor 
characteristics which might influence the 
effectiveness of audits to restore or main­
tain auditee compliance with internal con­
trol procedures.
The process of deterioration of adher­
ence to internal control procedure was 
viewed as an influence process consisting 
of four components: (1) an influence at­
tempt, (2) a compliance or noncompliance 
decision on the part of the auditee, (3) the 
observation of the results and (4) the 
establishment of precedent.
Twenty hypotheses were developed 
that concerned either the deterioration of 
internal control or its restoration through 
audit activity.
A mathematical model of auditee be­
havior was developed by the author. 
Some of the findings from the research 
were eliminated in preparing the model. 
Auditees were assumed to be either in 
compliance or noncompliance with inter­
nal control procedures. Very specific pre­
dictions about mean compliance re­
sponses per budget period and mean time 
to movement to the noncompliance state 
were derived for both the case of perfect 
audit effectiveness and the case of imper­
fect audit effectiveness. One conclusion 
reached was that auditees found to be 
noncompliant by the auditor would 
change back to compliance.
The model in its present form is purely 
descriptive in orientation. However, the 
author feels it could easily serve as the 
foundation for a normative model.
Tests of hypotheses generated by the 
modeling efforts and the laboratory tests 
of hypotheses concerning attitudes were 
subjected to rather weak tests. The author 
feels that other experimental settings may 
be more appropriate in any future exam­
ination of these hypotheses.
Dr. Barefield hopes that this mono­
graph will contribute something to the 
knowledge of accountants. The research 
does point out the increased number of 
questions that accountants should ask 
about the impact of audit activities on the 
auditee.
Carol Lynn Rushing, CPA 
Mississippi University for Women
AN INTRODUCTION TO THE SEC, 
K. Fred Skousen; South-Western 
Publishing Co., Cincinnati, Ohio, 
1976, 122 pages (paper).
The stated purposes of this book are to 
acquaint the reader with the Securities 
and Exchange Commission (SEC) particu­
larly as it relates to the accounting profes­
sion and also to enable the reader to see 
the relationships between investment de­
cisions, capital market regulation and to 
understand the role of the accountant and 
the business executive in relation to both.
To accomplish these purposes, Profes­
sor Skousen first examines the historical 
background, organizational structure and 
legal framework of the SEC. Next the 
author discusses SEC registration and re­
porting. In this section he lists the forms 
necessary for registration and reporting 
and discusses the various types of reviews 
done by the Commission staff. A two- 
page illustration lists all of the events in 
the registration process along with the 
participants, agenda, and a timetable. 
Those who are not familiar with such 
terms as a “red herring" (a preliminary 
prospectus, so called because of the cap­
tion “Preliminary Prospectus" stamped in 
red ink across the front page) or 
“tombstone ad" (the rather austere adver­
tisement which lists where a prospectus 
may be obtained) will find some of the 
discussion on terminology enlightening.
After discussing registration and report­
ing procedures, Professor Skousen selects 
the most common forms used for SEC 
registration and reporting (the S-1, 10-K, 
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10-Q, and proxy statement) and compares 
these forms with annual reports to stock­
holders. Although he gives extensive il­
lustrations, the chapter is not intended to 
be a guide for completing SEC reports. 
The author cites other books that would be 
useful for this purpose.
A final chapter deals with the impact of 
the SEC on the accounting profession and 
the business community. In this chapter, 
the author first discusses how the SEC has 
influenced auditing procedures, legal lia­
bility of accountants, and disclosure re­
quirements. Next Professor Skousen dis­
cusses the impact of the SEC on account­
ing principles and states that "the SEC has 
had a broad influence in the development 
of generally accepted accounting princi­
ples." He compares the SEC with top 
management and the accounting profes­
sion with frontline management and 
points out that when top management 
dislikes a decision that has been made, the 
decision is changed.
This book is directed toward accounting 
students in intermediate, auditing, and 
theory classes. However, the book would 
be excellent for anyone seeking a broad 
overview of the SEC and its functions. The 
material is well-written and organized 
which increases its usefulness. Some 
might feel the material is too much di­
rected toward the accounting profession 
rather than the general business commu­
nity, but this can scarcely be counted a 
criticism in view of its purpose. For the 
accountant, of course, this orientation is 
helpful. The book is basically factual, but 
the tone in the last chapter appears to 
change and to contain a plea for private 
promulgation of accounting principles 




John Plender, BUSINESS ADMIN­
ISTRATION, December-January, 
1975.
The problem of inflation is now 
worldwide. This article describes how in­
flation is affecting England. Inflation is 
approximately 20 per cent in England, and 
British business cannot afford to ignore it. 
Survival, rather than making a fortune, is 
the main concern of British business.
The author points out that, if the pur­
chasing power of the Pound is falling at 20 
per cent per annum, an item sold in 1974 
has more value in real terms than the sale 
of the same item at the same price in 1975. 
This important difference is not reflected 
in the usual British historic-cost account­
ing.
Current purchasing power (CPP) is the 
method of monetary correction recom­
mended by the Accounting Standards 
Steering Committee as the most appro­
priate method of monetary correction in 
England. This method takes the orthodox 
historic-cost profit and loss account and 
the balance sheet and translates them into 
Pounds of uniform purchasing power 
through the medium of a general price 
index called the consumer price index. 
CPP writes down assets to whichever is 
the lower of inflation-adjusted cost or 
market value.
There are some problems with the cur­
rent purchasing power method. The ap­
preciation of stock and the degree of 
depreciation may be misjudged. Many 
large firms, especially the international 
ones, are using CPP; but the smaller firms 
are not using it extensively. Also there is 
no single accepted form of CPP.
The author feels that CPP is the best 
method to compensate for inflation in 
British accounting but it is the ability of a 
company to generate enough cash, rather 
than any sophisticated accounting 
method, that will see a business through a 
period of inflation. Therefore, the author 
feels that budgeting and cash forecasting 





"INFLATION ACCOUNTING — 
NOW! REALISM IN FINANCIAL 
STATEMENTS," G. H. Cowper­
thwaite, CANADIAN BUSINESS 
REVIEW, Vol. 2, No. 1, Winter, 1975.
This article is based on Cowperthwaite's 
remarks at the conference on the impact of 
inflation on business held in Montreal in 
November of 1974. Cowperthwaite's arti­
cle has a two-fold purpose. First, it is to 
show from the accountant's point of view 
what inflation has done and, second to 
explain why companies must develop 
supplementary data consisting of current 
purchasing power information. In prepar­
ing for the article Cowperthwaite stated he 
reviewed a mammoth amount of pertinent 
material dating back twenty years and felt 
as if he was reviewing the work of a group 
of medieval theologians disputing how 
many angels could fit on a pinhead.
The author stated that an accountant's 
role is to measure the activities of a busi­
ness that can be described in quantitative 
terms and to interpret the measurements 
for those who need them. Therefore, to 
ignore that the unit of measurement is 
shifting results in faulty interpretations, 
misleading measurements, and possible 
wrong decisions by management, inves­
tors, and others concerned.
The question can be asked, what is 
being done? The Accounting Standards 
Steering Committee of the Institute of 
Charted Accountants of England and 
Wales has issued Statement of Standard 
Accounting Practice Number 7, which rec­
ommends all listed companies after 
January 1, 1975 include supplementary 
statements in current purchasing power 
within their annual reports. In addition to 
this, the International Accounting 
Standards Committee, a subcommittee of 
the International Committee for Coordi­
nation of the Accounting Profession has 
formed an Inflation Study Group which 
will propose a draft on the subject. This 
draft will be of great importance because it 
will help standardize methods used by its 
forty member countries.
Cutting through the jargon, there are 
essentially two methods of accounting for 
inflation. The first is general price-level 
adjustment of financial statements which 
is the restatement of historic costs of 
assets, liabilities, and equities by a price 
index, measuring fluctuations in the ex­
change value of a dollar. The second 
method is current value accounting which 
employs practices such as valuation based 
on reproduction cost, selling price, re­
placement cost or net discounted future 
receipts.
In order for the above methods to be 
implemented there first has to be educa­
tion of the business community which 
uses statements and clarity in the pre­
sentation of price-level restated state­
ments. Secondly, the author stated the 
profession will have to sacrifice some 
exactness for the principle involved and 
recognize the importance of applying 
these concepts quickly.
In conclusion, Cowperthwaite feels 
that, like others, accountants must change 
to meet new conditions. In essence, it is 
the accountant's task to properly record 
and interpret the activities of a business 
through the course of its life.
Ronald K. Michael 
Graduate Student 
Mississippi State University
"THE CASE OF THE CONTRARY 
CURVE," FORBES, Vol. 117, No. 4, 
February 15, 1976.
Property and casualty insurance com­
panies have raised premiums substan­
tially in the last year, with additional 
increases expected in 1976. The justifica­
tion for these increases comes from the 
fact that these companies lost $2.6 billion 
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on underwriting in 1974 and $4.2 billion in 
1975. In addition, most property and 
casualty insurers reported huge un­
realized losses on their stock portfolios for 
1973 and 1974.
The question raised by this article is: "If 
property and casualty insurance is such a 
disaster area, how come the stocks are 
rising?" Property and casualty stock have 
risen 74% since 1974.
The unidentified author lists three rea­
sons for the decline in property and casu­
alty company earnings in the last few 
years. First of all, rate increases, when 
they can be secured, have lagged behind 
the rate of inflation. This is primarily a 
problem in auto insurance, because the 
prices of crash parts have gone up more 
than twice as fast as overall consumer 
prices over the last three years. Hospital 
costs and home repair costs have also risen 
sharply.
The second reason given for lower earn­
ings was the poor showing of the stock 
market in the past few years. Property and 
casualty insurers invest heavily in equities 
as a hedge against price level changes.
The third reason is that companies with 
good risk selection are hurt by no-fault 
insurance. Under no-fault, a company 
must settle with its client regardless of 
who is at fault.
Now, massive rate increases have cor­
rected these problems. Insurance analysts 
believe these increases will lead to earn­
ings improvement this year or next, pro­
vided the rate of inflation slows down. 
This is why prices of insurance stocks have 
gone up so fast.
The critical factor that will determine 
future insurance rates and company earn­
ings has to be the inflation rate. If it 
continues to slow down, companies will 
be able to break even on underwriting this 
year. If all the "ifs" work out, this highly 
leveraged industry could do very well this 
year and next.
Though it is not mentioned, the article's 
title refers to index curves showing the 
steep rise in crash parts, repair costs, and 
the consumer price index. Another omis­
sion by the author is that he or she failed to 
point out that the unrealized losses in the 
stock market by insurance companies 
were reversed last year and could proba­
bly be recovered as unrealized gains.
Whoever wrote the article could have 
made the examples more meaningful by 
using industry total figures rather than 
figures for specific companies.
If you have not been sure why your 
insurance rates went up last year, this 





ING: NATURE AND PROSPECTS," 
Thomas W. McRae, THE AC­
COUNTING FORUM, Vol. 42, No. 2, 
December 1975.
Human resource accounting has been de­
fined as the process of identifying and 
measuring data about human resources 
and communicating the results to in­
terested parties. It involves measuring the 
cost or value of an organization's human 
resources — its people. Human resource 
accounting provides a quantitative basis 
for decision-making on the part of both 
investors and management, enabling 
management to make acquisition, de­
velopment, allocation, compensation, and 
replacement decisions on the basis of 
cost-benefit analysis.
There are several methods of measuring 
the cost and value of human resources. 
These are:
1. Original (historical) cost. The original 
cost of human resources is composed of 
the expenditures that an organization in­
vests in human resources. The elements of 
original cost include the costs of recruit­
ment, selection, hiring, placement, pro­
motion, orientation, formal and on-the- 
job training, trainer's time, and produc­
tivity lost during training.
2. Replacement cost. This method is a dual 
concept comprising the notion of posi­
tional replacement cost and personal re­
placement cost. Positional replacement 
cost represents the sacrifice that an or­
ganization would have to make to replace 
an employee with a substitute capable of 
rendering equivalent services in a given 
situation. Personal replacement cost rep­
resents the sacrifice that an organization 
would have to make to replace an em­
ployee with a substitute capable of provid­
ing a set of services equivalent to that of 
the employee being replaced.
3. Opportunity cost. Opportunity cost 
represents the excess of the present value 
of the earnings that an individual could 
command in alternative employment over 
the present value of the individual's earn­
ings in the individual's present employ­
ment. The process of competitive bidding 
provides managerial assessments of op­
portunity costs.
4. Human resource value theory. This 
theory explains the nature and determina­
tion of value by identifying the relevant 
variables. These variables are intended to 
be useful in developing nonmonetary and 
monetary measures that can serve as a 
value-based ideal for the management of 
human resources. Associated with this 
theory is a model for determining the 
value of individuals as well as a model for 
determining the value of groups.
5. Behavioral science approach. This ap­
proach is designed to measure human 
resource variables that significantly affect 
organization performance over time and 
to produce information designed to im­
prove organization effectiveness. The ap­
proach stresses behavioral factors, such as 
managerial behavior, motivation, and 
final performance, and is not directly con­
cerned with monetary measures of value 
or cost.
Reporting investments in human re­
sources in conventional financial state­
ments must await the development of a 
general consensus on a basis of reporting 
human resources, a wider acceptance of 
human resource accounting, and a sub­
stantial advancement in the state of the 
art. With these advancements, human 
resource accounting will probably become 
more widely used as a management tool, 
but the current prospects for widespread 
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Prior to making a career commitment to a 
university teaching position, a candidate 
may want to study the affirmative action 
plan of the particular university for the 
following elements:19
1. Statement that the university will 
follow nondiscriminatory policies.
2. Statement that the president or chief 
campus officer has responsibility for af­
firmative action.
3. Delegation of responsibility by the 
president to a top campus official for 
development and implementation of af­
firmative action policies.
4. Provision for a full-time affirmative 
action officer with functions carefully de­
veloped.
5. Provision for an affirmative action 
committee(s) with membership deter­
mined in consultation with affected 
groups on campus and with functions 
carefully developed.
6. Provision for dissemination of the 
affirmative action plan to all persons as­
sociated with the institution.
7. Presentation of data on employment 
of faculty, nonfaculty academic person­
nel, and nonacademic personnel related 
to:
a. Racial and sexual composition by 
department and rank for the most 
recent three or four years.
b. Pools of qualified persons by race 
and sex for each academic field.
c. Goals and timetables for appro­
priate campus units.
8. Statement of nondiscriminatory re­
cruitment and selection procedures with 
provision for maintaining records.
9. Provision for review of each ap­
pointment by appropriate administrators, 
including the top campus official having 
responsibility for affirmative action.
10. Provision for nondiscriminatory 
procedures in promotion.
11. Provision for salary analyses to de­
termine if inequities exist based on sex or 
race.
12. Provision for development of 
adequate grievance procedures.
Conclusion
Increasingly university personnel are rec­
ognizing that they are depriving them­
selves of a large reserve of potential 
scholars and teachers by not actively seek­
ing qualified women for faculty positions. 
The federal government is involved in 
enforcement of nondiscrimination and af­
firmative action in higher education 
through the Equal Pay Act of 1963, Execu­
tive Order No. 11246, Revised Order No. 
4, Title VII of the Civil Rights Act of 1964, 
Title IX of the Educational Amendments of 
1972, and other similar legislation. The 
time is "right" for increasing numbers of 
women to consider careers in accounting 
education.
Notes
1American Accounting Association 1975-76 
Committee on Affirmative Action, Report on 
Supply and Demand for Accounting Professors 





5Report of the Carnegie Council on Policy 
Studies in Higher Education, Making Affirmative 
Action Work in Higher Education (San Francisco: 




9Ibid., pp. 11, 12.
10Much of the information included herein is 
taken from the report of the Carnegie Council 
on Policy Studies in Higher Education, op. cit.
11Ibid., p. 55.
12Public Law 88-38, June 10, 1963.
13Public Law 88-352, July 2, 1964.
14Public Law 92-318, June 23, 1972.
15Report of the Carnegie Council on Policy 







(Continued from pg. 15)
to assure fair presentation and adequate 
disclosure. Compliance with professional 
standards and customs will not necessar­
ily protect accountants if they do not meet 
the fair presentation standard or if it is 
determined that, because of their unique 
position of trust, they should have gone 
beyond the reporting standards of the 
profession in order to assure adequate 
disclosure.
Accountant may not escape these new 
responsibilities by attempting to shift 
them to client through indemnification, 
nor is reliance upon increased malpractice 
insurance wholly satisfactory. The only 
acceptable alternative is to face their new 
responsibilities directly and use their best 
efforts to do an independent and careful 
professional job with every effort to main­
tain their independence and integrity free 
from any improper influence by the client. 
This should not be viewed as attempting 
to teach an old dog new tricks but, rather, 
as practicing and perfecting tricks that 
have been with them since dog school. 
Only by careful discipline can our police 
dog be assured that it will not wind up in 
the pound.
Notes
1CCH Fed. Sec. L. Rep. par. 95,479 (U.S. 
Sup. Ct. 1976).
2[1973-74 Transfer Binder] CCH Fed. Sec. L. 




6Id. "If the application of accounting princi­
ples alone will not adequately inform investors, 
accountants . . . must take pains to lay bare all 
the facts needed by investors to interpret the 
financial statements accurately."
7SEC v. National Student Marketing Corp., 
Complaint pars. 33 & 48h, [1971-72 Transfer 
Binder] CCH Fed. Sec. L. Rep. par. 93,360 
(D.D.C. 1972).
8See SAS 561.08.
9417 F.2d 147 (7th Cir. 1969), cert denied, 379 
U.S. 989 (1970).
10Id. at 155.
11418 F.2d 1276 (2d. Cir. 1969).
12See generally McCall, Attorney's Malpractice 
Insurance - Does Your Policy Cover Rule 10b-5 
Liability? 30 BUS. LAW. 1095 (1975) and Mur­
ray, Professional Liability Insurance Claims, 1 ABA 
LITIGATION 47 (1975).
CATCH THE SPIRIT
HEAR YE!! HEAR YE!!
IT HAS BEEN DECLARED THAT 
THERE IS A SPIRIT AMONG US!
THE SPIRIT OF ’76!
Coming to catch it are the members of the AWSCPA and ASWA for their 
Bicentennial JOINT ANNUAL MEETING from October 20 through 23, 1976, 
here, in the City of Brotherly Love, PHILADELPHIA.
In addition to touring the Olde City 
in search of the spirit of the past, 
they will be holding technical sessions 
amany to discuss the present and future 
spirit of their profession, ACCOUNTING.
Such sessions will include the following:
ERISA 
MINI-COMPUTERS 
THE ACCOUNTANT’S LEGAL LIABILITY 
INTERNAL CONTROL — HOW TO RATE YOUR OWN 
FINANCIAL FORECASTING FOR SMALL BUSINESSES 
COMMUNICATIONS — “SURVIVING IN A MAD, MAD WORLD” 
PANEL DISCUSSIONS ON CURRENT FASB AND TAX DEVELOPMENTS 
NEW ACCOUNTING DEVELOPMENTS FOR NON-PROFIT ORGANIZATIONS




The Spirit of "76 is here and they must come to catch it all!!
HURRY!! HURRY!! PHILADELPHIA, PA.
THEY ARE COMING SOON!! OCTOBER 20-23, 1976
(HOPE YE BE AMONG THEM!)
WATCH FOR NEW DECLARATIONS OF FURTHER DETAILS — HEAR YE!!
